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Examination Questions 
May 1978
Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE PART I
May 3,1978; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estim ated M inutes
All questions are required:
No. 1 ..............................
No. 2 ..............................
No. 3 ..............................
No. 4 ..............................
No. 5 ..............................
Total.......................
M inimum M aximum
40 50
40 50
50 60
40 50
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
2.
You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but
you should show the question number and place 
them immediately following the question to which 
they relate.
Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened togeth­
er at the top left comer. All fourteen-column sheets 
should then be wrapped around the back of the 
papers.
A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
1
1.
4.
5.
Examination Questions—May 1978
Number 1 (Estimated tim e------40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet 
97.  
Items to be Answered
1. Howard Co. incurred research and development 
costs in 1977 as follows:
Materials used in research and develop­
ment projects
Equipment acquired that will have 
alternate future uses in future re­
search and development projects 
Depreciation for 1977 on above equipment 
Personnel costs of persons involved in 
research and development projects 
Consulting fees paid to outsiders for re­
search and development projects 
Indirect costs reasonably allocable to re­
search and development projects
$ 400,000
2 ,000,000
500,000
1,000,000
100,000
200,000
$4,200,000
The amount of research and development costs charged 
to Howard’s 1977 income statement should be
a. $1,500,000.
b. $1,700,000.
c. $2,200,000.
d. $3,500,000.
2. For financial statement reporting, the Lexington 
Corporation recognizes royalty income in the period 
earned. For income tax reporting, royalties are taxed 
when collected. At December 31, 1976, unearned 
royalties of $400,000 were included in Lexington’s 
balance sheet. All of these royalties had been collected 
in 1976. During 1977, royalties of $600,000 were 
collected. Unearned royalties in Lexington’s December 
31, 1977, balance sheet amounted to $350,000. 
Assuming that the income tax rate was 50%, the 
amount reported in the provision for deferred income 
taxes in Lexington’s income statement for the year 
ended December 31, 1977, should be a
a. $25,000 debit.
b. $175,000 credit.
c. $200,000 debit.
d. $300,000 credit.
3. The following information for 1977 has been 
provided by the Edward Company:
Proceeds from short-term borrowings $ 600,000
Proceeds from long-term borrowings 2,000,000
Purchases of fixed assets 1,600,000
Purchases of inventories 4,000,000
Proceeds from sale of Edward’s common 
stock 1,000,000
Assuming funds are defined as working capital, what is 
the increase in working capital for the year ended 
December 31, 1977, as a result of the above informa­
tion?
a. $400,000.
b. $1,000,000.
c. $1,400,000.
d. $2,000,000.
4. On January 1, 1977, the Robohn Company 
purchased for cash 40% of the 300,000 shares of voting 
common stock of the Lowell Company for $1,800,000 
when 40% of the underlying equity in the net assets of 
Lowell was $1,400,000. Robohn amortizes goodwill over 
a forty-year period with a full year’s amortization taken 
in the year of the purchase. The amortization is not 
deductible for income tax reporting. As a result of this 
transaction, Robohn has the ability to exercise 
significant influence over the operating and financial 
policies of Lowell. Lowell’s net income for the year 
ended December 31, 1977, was $600,000. During 1977, 
Lowell paid $325,000 in dividends to its stockholders. 
The income reported by Robohn for its  investment in 
Lowell should be
a. $120,000.
b. $130,000.
c. $230,000.
d. $240,000.
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5. On January 1, 1977, Wilson, Inc., issued 100,000 
additional shares of $10 par value voting common stock 
in exchange for all of Thomson Company’s voting 
common stock in a business combination appropriately 
accounted for by the pooling of interests method. Net 
income for the year ended December 31, 1977, was 
$400,000 for Thomson and $1,300,000 for Wilson, 
exclusive of any consideration of Thomson. During 
1977, Wilson paid $900,000 in dividends to its 
stockholders and Thomson paid $250,000 in dividends 
to Wilson. What should be the consolidated net income 
for the year ended December 31, 1977?
a. $1,150,000.
b. $1,450,000.
c. $1,550,000.
d. $1,700,000.
6. The Park Company is disposing of a segment of its 
business. At the measurement date the net loss from 
the disposal is estimated to be $950,000. Included in the 
$950,000 are severance pay of $100,000 and employee 
relocation costs of $50,000, both of which are directly 
associated with the decision to dispose of the segment; 
and estimated net losses from operations from the 
measurement date to the expected disposal date of 
$200,000. Net losses from operations of $150,000 from 
the beginning of the year to the measurement date are 
not included in the estimated net loss from the 
disposal.Park’s income statement should report a loss 
on discontinued operations (a separate component of 
income below the caption “ Income From Continuing 
Operations’’) of
a. $750,000.
b. $850,000.
c. $900,000.
d. $1,100,000.
7. At December 31, 1976, the Front Company had
400,000 shares of common stock outstanding. On 
October 1, 1977, an additional 100,000 shares of 
common stock were issued. In addition, Front had 
$10,000,000 of 8% convertible bonds outstanding at 
December 31, 1976, which are convertible into 225,000 
shares of common stock. The bonds were considered 
common stock equivalents at the time of their issuance 
and no bonds were converted into common stock in 
1977. The net income for the year ended December 31, 
1977, was $3,500,000. Assuming the income tax rate 
was 50%, the primary earnings per share for the year 
ended December 31, 1977, should be
a. $6.00.
b. $6.62.
c. $7.00.
d. $8.24.
8. Information from Lon Company’s balance sheet at 
December 31, 1977, is as follows:
Current assets:
Cash $ 3,000,000
Marketable securities, at cost which 
approximates market 7,000,000
Accounts receivable, net of allowance 
for doubtful accounts 100,000,000
Inventories, lower of cost or market 130,000,000 
Prepaid expenses 2,000,000
Total current assets $242,000,000
$ 4,000,000
40,000,000
30,000,000 
1,000,000
6 ,000,000 
$ 81,000,000
$180,000,000
Current liabilities:
Notes payable 
Accounts payable 
Accrued expenses 
Income taxes payable 
Payments due within one year on 
long-term debt
Total current liabilities 
Long-term debt
What is the quick (acid-test) ratio?
a. $110,000,000 ÷  $51,000,000.
b. $110,000,000 ÷  $81,000,000.
c. $112,000,000 $51,000,000.
d. $242,000,000 ÷  $261,000,000.
9. Certain balance sheet accounts in a foreign 
subsidiary of the Brogan Company at December 31, 
1977, have been translated into United States dollars as 
follows:
Translated at
Marketable equity securities 
carried at cost
Marketable equity securities 
carried at current market price 
Inventories carried at cost 
Inventories carried at net real­
izable value
Current
Rates
Historical
Rates
$100,000 $110,000
120,000 125,000
130,000 132,000
80,000 84,000
$430,000 $451,000
What amount should be shown in Brogan’s balance 
sheet at December 31, 1977, as a result of the above 
information?
a. $430,000.
b. $436,000.
c. $442,000.
d. $451,000.
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10. Information concerning 
common stock is as follows:
the Gas Company’s
Per Share
Book value at December 31 , 1977 
Quoted market value on New York Stock 
Exchange on December 31, 1977 
Earnings for 1977 
Par value 
Dividend for 1977
$12.00
9.00
3.00
2.00 
1.00
What was the price-earnings ratio on common stock for 
1977?
a. 2  to  1.
b. 2.67 to 1.
c. 3  to  1.
d. 4 to 1.
11. On January 1, 1977, the Pint Corporation paid 
$400,000 for 10,000 shares of Quart Company’s com­
mon stock which represents a 10% investment in 
Quart. Pint received dividends of $1.00 per share from 
Quart in 1977. Quart reported net income of $150,000 
for the year ended December 31, 1977. The market 
value of Quart’s common stock on December 31, 1977, 
was $42 per share. Ignoring income taxes, the amount 
reported in Pint’s 1977 income statement as a result of 
Pint’s investment in Quart was
a. $10,000.
b. $15,000.
c. $30,000.
d. $35,000.
12. Index Co. was formed on January 1, 1977. 
Selected balances from the historical-dollar balance 
sheet at December 31, 1977, were as follows:
Cash $60,000
Marketable securities, stocks (purchased 
January 1 , 1977) 70,000
Marketable securities, bonds, (purchased 
January 1 , 1977 and held for price 
speculation) 80,000
Long-term receivables 90,000
If the general price-level index was 100 at December 
31, 1976, and 110 at December 31, 1977, these selected 
accounts should be shown in a general price-level 
balance sheet at December 31, 1977, at
Cash
a. $60,000
b. $60,000
c. $60,000
d. $60,000
Marketable
Securities,
Stocks
Marketable
Securities,
Bonds
$70,000
$70,000
$77,000
$77,000
$80,000
$80,000
$88,000
$88,000
Long-term
Receivables
$90,000
$99,000
$90,000
$99,000
13. Fair Value, Inc., paid $1,200,000 in December 
1976 for certain of its inventory. In December 1977, 
one half of the inventory was sold for $1,000,000 when 
the replacement cost of the original inventory was 
$1,400,000. Ignoring income taxes, what amount 
should be shown as the total gain resulting from the 
above facts in a current fair value accounting income 
statement for 1977?
a. $200,000.
b. $300,000.
c. $400,000.
d. $500,000.
14. The Carson Company’s marketable equity securi­
ties portfolio which is appropriately included in current 
assets is as follows:
December 31, 1977
Cost Market
Unrealized 
Gain (Loss)
Archer, Inc. 
Kelly Co.
Pelt Company
$100,000
200,000
250,000
$550,000
$100,000
150,000
260,000
$510,000
$ — 
(50,000) 
10,000
$(40,000)
December 31, 1976
Cost Market
Unrealized 
Gain (Loss)
Archer, Inc. 
Kelly Co.
Pelt Company
$100,000
300,000
200,000
$120,000
260,000
240,000
$20,000
(40,000)
40,000
$600,000 $620,000 $20,000
Ignoring income taxes, what amount should be 
reported as a charge against income in Carson’s 1977 
income statement?
a. $0.
b. $10,000.
c. $40,000.
d. $60,000.
15. In 1977, Sarli, Inc., accrued, for financial state­
ment reporting, estimated expenses for major repairs 
of $400,000. The repairs were paid for in 1978. For 
income tax reporting, these expenses are deducted 
when paid. Also in 1977, Sarli received $100,000 of 
interest income on municipal obligations. Assuming 
that the income tax rate was 50%, the amount reported 
in the provision for deferred income taxes in Sarli’s 
income statement for the year ended December 31, 
1977, should be a
a. $150,000 debit.
b. $150,000 credit.
c. $200,000 credit.
d. $250,000 credit.
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16. Beth Co. leased equipment to Wolf, Inc., on April 
1, 1977. The lease is appropriately recorded as a sale 
for accounting purposes for Beth. The lease is for an 
eight-year period expiring March 31, 1985. The first 
equal annual payment of $500,000 was made on April 1, 
1977. Beth had purchased the equipment on January 1, 
1977, for $2,800,000. The equipment has an estimated 
useful life of eight years with no residual value 
expected. Beth uses straight-line depreciation and 
takes a full year’s depreciation in the year of purchase. 
The cash selling price of the equipment is $2,934,000. 
Assuming an interest rate of 10%, what amount of 
interest income should Beth record in 1977 as a result of 
the lease?
a. $0.
b. $182,550.
c. $243,400.
d. $280,000.
17. The Greeley Company was formed on January 1, 
1975, and used an accelerated method of depreciation 
on its machinery until January 1, 1977. At that time, 
Greeley adopted the straight-line method of deprecia­
tion for the machinery previously acquired as well as for 
any new machinery acquired in 1977.
Information concerning depreciation 
under each method is as follows:
amounts
Depreciation if  accel­
erated method used
$300,000
400,000
450,000
Depreciation i f  straight- 
line method used
$200,000
250,000
280,000
Assume that the direct effects of this change are 
limited to the effect on depreciation and the related tax 
provisions, and that the income tax rate was 50% in 
each of these years. What should be reported in 
Greeley’s income statement for the year ended 
December 31, 1977, as the cumulative effect on prior 
years of changing to a different depreciation method?
a. $0.
b. $125,000.
c. $210,000.
d. $250,000.
18. On November 1, 1977, Warrior Co. purchased 
Cosmo, Inc., 10-year, 7%, bonds with a face value of 
$50,000, for $48,000. An additional $1,167 was paid for 
the accrued interest. Interest is payable semiannually 
on January 1 and July 1. The bonds mature on July 1, 
1984. Warrior uses the straight-line method of 
amortization. Ignoring income taxes, the amount 
reported in Warrior’s 1977 income statement as a result 
of Warrior’s long-term bond investment in Cosmos was
a. $533.
b. $560.
c. $583.
d. $633.
Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting 
and quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer 
ail items. Your grade will be based on your total correct 
answers.
Items to be Answered
Items 19 and 20 are based on the following 
information:
Flemming, Inc., is planning to acquire a new 
machine at a total cost of $36,000. The estimated life of 
the machine is six years with no salvage value. The 
straight-line method of depreciation will be used. 
Flemming estimates that the annual cash flow from 
operations, before income taxes, from using this 
machine will be $9,000. Assume that Flemming’s cost 
of capital is 8% and the income tax rate is 40%. The 
present value of $1 at 8% for six years is .630. The 
present value of an annuity of $1 in arrears at 8% for six 
years is 4.623.
19. What would the payback period be?
a. 4.0 years.
b. 4.6 years.
c. 5.7 years.
d. 6.7 years.
20. What would the net present value be?
a. $59.
b. $5,607.
c. $10,800.
d. $13,140.
Number 2 (Estimated tim e------40 to 50 minutes)
21. Hayes Company manufactures two models, 
standard and deluxe. Each product must be processed 
in each of two departments, grinding and finishing. The 
standard model requires two hours of grinding and 
three hours of finishing. The deluxe model requires 
three hours of grinding and four hours of finishing. The 
contribution margin is $3.50 for the standard model and 
$5.00 for the deluxe model. Hayes has four grinding 
machines and five finishing machines which run sixteen 
hours a day for six days a week. How would the 
restriction (constraint) for the finishing department be 
expressed?
a. 3X +  4Y =5.
b. 3X +  4Y ≤ 480.
c. $3.50X +  $5.00Y =  5.
d. $3.50 (3)X +  $5.00 (4)Y ≤ 480.
Year
1975
1976
1977
5
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Items 22 and 23 are based on the following 
information:
Forward, Inc., manufactures products P, Q, and R 
from a joint process. Additional information is as 
follows:
Product
P Q R Total
Units pro­
duced 4,000 2,000 1,000 7,000
Joint cost $36,000 9 ? $60,000
Sales value
at split-off ? 9 $15,000 $100,000
Additional 
costs if pro­
cessed fur­
ther $ 7,000 $ 5,000 $ 3,000 $ 15,000
Sales value if 
processed 
further $70,000 $30,000 $20,000 $120,000
22. Assuming that joint costs are allocated using the 
relative-sales-value-at-split-off approach, what were 
the joint costs allocated to products Q and R?
a. $12,000 for Q and $12,000 for R.
b. $14,400 for Q and $9,600 for R.
c. $15,000 for Q and $9,000 for R.
d. $16,000 for Q and $8,000 for R.
23. Assuming that joint costs are allocated using the 
relative-sales-value-at-split-off approach, what was the 
sales value at split-off for product P?
a. $58,333.
b. $59,500.
c. $60,000.
d. $63,000.
Items 25 and 26 are based on the following
information:
Information concerning Department B of the Toby
Company is as follows:
Units Costs
Beginning work in process 5,000 $ 6,300
Units transferred in 35,000 58,000
40,000 $64,300
Units completed 37,000
Ending work in process 3,000
Costs
Trans­
ferred  In
Total
Materials Conversion Costs
Beginning
work in pro­
cess $ 2,900 $ — $ 3,400 $ 6,300
Units trans­
ferred in 17,500 25,500 15,000 58,000
$20,400 $25,500 $18,400 $64,300
Conversion costs were 20% complete as to the begin­
ning work in process and 40% complete as to the 
ending work in process. All materials are added at the 
end of the process. Toby uses the weighted-average 
method.
25. The cost per equivalent unit for conversion costs, 
rounded to the nearest penny, is
a. $0.44.
b. $0.46.
c. $0.48.
d. $0.50.
26. The portion of the total cost of ending work in 
process attributable to transferred-in cost is
a. $0.
b. $1,500.
c. $1,530.
d. $1,650.
24. Tice Company is a medium-sized manufacturer of 
lamps. During the year a new line called “Horolin” was 
made available to Tice’s customers. The break-even 
point for sales of Horolin is $200,000 with a contribution 
margin of 40%. Assuming that the profit for the 
Horolin line during the year amounted to $100,000, 
total sales during the year would have amounted to
27. Barter Corporation has been buying Product A in 
lots of 1,200 units which represents a four months’ 
supply. The cost per unit is $100; the order cost is $200 
per order; and the annual inventory carrying cost for 
one unit is $25. Assume that the units will be required 
evenly throughout the year. What is the economic order 
quantity?
a. $300,000. a. 144.
b. $420,000. b. 240.
c. $450,000. c. 600.
d. $475,000. d. 1,200.
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28. Posa Co. is planning to invest $40,000 in a 
three-year project. Posa’s expected rate of return is 
10%. The present value of $1 at 10% for one year is 
.909, for two years is .826, and for three years is .751. 
The cash flow, net of income taxes, will be $15,000 for 
the first year (present value of $13,635) and $18,000 for 
the second year (present value of $14,868). Assuming 
the rate of return is exactly 10%, what would the cash 
flow, net of income taxes, be for the third year?
a. $8,634.
b. $11,000.
c. $11,497.
d. $15,309.
29. The Lantern Corporation has 1,000 obsolete lan­
terns that are carried in inventory at a manufacturing 
cost of $20,000. If the lanterns are remachined for 
$5,000, they could be sold for $9,000. If the lanterns are 
scrapped, they could be sold for $1,000. What 
alternative is more desirable and what are the total 
relevant costs for that alternative?
Remachine and $5,000.
Remachine and $25,000.
Scrap and $20,000.
Neither, as there is an overall loss under 
either alternative.
a.
b.
c.
d.
Items 30 and 31 are based on the following 
information:
Beth Company’s budgeted fixed factory overhead 
costs are $50,000 per month plus a variable factory 
overhead rate of $4 per direct labor hour. The standard 
direct labor hours allowed for October production were
18,000. An analysis of the factory overhead indicates 
that, in October, Beth had an unfavorable budget 
(controllable) variance of $1,000 and a favorable volume 
variance of $500. Beth uses a two-way analysis of 
overhead variances.
30. The actual factory overhead incurred in October is
a. $121,000.
b. $122,000.
c. $122,500.
d. $123,000.
32. The following information is available from the 
Tyro Company:
Actual factory overhead $15,000
Fixed overhead expenses, actual $ 7,200
Fixed overhead expenses, budgeted $ 7,000
Actual hours 3,500
Standard hours 3,800
Variable overhead rate per 
direct labor hour $ 2.50
Assuming that Tyro uses a three-way analysis of over­
head variances, what is the spending variance?
a. $750 favorable.
b. $750 unfavorable.
c. $950 favorable.
d. $1,500 unfavorable.
Items 33 and 34 are based on the following 
information:
JV Company began its operations on January 1, 
1977, and produces a single product that sells for $7.00 
per unit. Standard capacity is 100,000 units per year.
100,000 units were produced and 80,000 units were sold 
in 1977.
Manufacturing costs and selling and administra­
tive expenses were as follows:
Fixed Costs
Raw materials 
Direct labor 
Factory overhead 
Selling and ad­
ministrative
$150,000
Variable Costs
$1.50 per unit produced
1.00 per unit produced 
.50 per unit produced
80,000 .50 per unit sold
There were no variances from the standard variable 
costs. Any under- or over-applied overhead is written 
off directly at year end as an adjustment to cost of 
goods sold.
33. In presenting inventory on the balance sheet at 
December 31, 1977, the unit cost under absorption 
costing is
a. $2.50.
b. $3.00.
c. $3.50.
d. $4.50.
34. What is the net income in 1977 under direct 
costing?
a. $50,000.
b. $80,000.
c. $90,000.
d. $120,000.
31. The applied factory overhead in October is
a. $121,000.
b. $122,000.
c. $122,500.
d. $123,000.
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35. Varsity Co. is preparing its cash budget for the 
month of May. The following information on accounts 
receivable collections is available from Varsity’s past 
collection experience:
Current month’s sales 12%
Prior month’s sales 75%
Sales two months prior to current month 6% 
Sales three months prior to current month 4%
Cash discounts taken 2%
Doubtful accounts 1 %
Credit sales are as follows:
May — estimated
April
March
February
$100,000
90,000
80,000 
95,000
What are the estimated accounts receivable collections 
for May?
a. $85,100.
b. $87,100.
c. $88,100.
d. $90,100.
Number 3 (Estimated tim e------50 to 60 minutes)
Number 3 consists of two unrelated parts.
Part a. Howard Corporation is a publicly-owned 
company whose shares are traded on a national stock 
exchange. At December 31, 1976, Howard had
25,000,000 shares of $10 par value common stock 
authorized, of which 15,000,000 shares were issued and
14,000,000 shares were outstanding.
The stockholders’ equity accounts at December 31, 
1976, had the following balances:
Common stock 
Additional paid-in capital 
Retained earnings 
Treasury stock
$150,000,000
80,000,000
50,000,000
18,000,000
During 1977, Howard had the following transactions:
• On February 1, 1977, a secondary distribution 
of 2,000,000 shares of $10 par value common stock was 
completed. The stock was sold to the public at $18 per 
share, net of offering costs.
• On February 15, 1977, Howard issued at $110 
per share, 100,000 shares of $100 par value, 8% 
cumulative preferred stock with 100,000 detachable 
warrants. Each warrant contained one right which with 
$20 could be exchanged for one share of $10 par value 
common stock. On February 15, 1977, the market price 
for one stock right was $1.
• On March 1, 1977, Howard reacquired 20,000 
shares of its common stock for $18.50 per share. 
Howard uses the cost method to account for treasury 
stock.
• On March 15, 1977, when the common stock 
was trading for $21 per share, a major stockholder 
donated 10,000 shares which are appropriately re­
corded as treasury stock.
• On March 31, 1977, Howard declared a 
semiannual cash dividend on common stock of $0.10 
per share, payable on April 30, 1977, to stockholders of 
record on April 10, 1977. The appropriate state law 
prohibits cash dividends on treasury stock.
• On April 15, 1977, when the market price of the 
stock rights was $2 each and the market price of the 
common stock was $22 per share, 30,000 stock rights 
were exercised. Howard issued new shares to settle the 
transaction.
• On April 30, 1977, employees exercised
100,000 options that were granted in 1975 under a 
noncompensatory stock option plan. When the options 
were granted, each option had a preemptive right and 
entitled the employee to purchase one share of common 
stock for $20 per share. On April 30, 1977, the market 
price of the common stock was $23 per share. Howard 
issued new shares to settle the transaction.
• On May 31, 1977, when the market price of the 
common stock was $20 per share, Howard declared a 
5% stock dividend distributable on July 1, 1977, to 
stockholders of record on June 1 , 1977. The appropriate 
state law prohibits stock dividends on treasury stock.
• On June 30, 1977, Howard sold the 20,000 
treasury shares reacquired on March 1, 1977, and an 
additional 280,000 treasury shares costing $5,600,000 
that were on hand at the beginning of the year. The 
selling price was $25 per share.
• On September 30, 1977, Howard declared a 
semiannual cash dividend on common stock of $0.10 
per share and the yearly dividend on preferred stock, 
both payable on October 30, 1977, to stockholders of 
record on October 10, 1977. The appropriate state law 
prohibits cash dividends on treasury stock.
• On December 31, 1977, the remaining out­
standing rights expired.
• Net income for 1977 was $25,000,000. 
Required:
Prepare a work sheet to be used to summarize, for 
each transaction, the changes in Howard’s stock­
holders’ equity accounts for 1977. The columns on this 
work sheet should have the following headings:
Date of transaction (or beginning date)
Common stock —number of shares
Common stock—amount
Preferred stock—number of shares
Preferred stock—amount
Common stock warrants—number of rights
Common stock warrants—amount
Additional paid-in capital
Retained earnings
Treasury stock—number of shares
Treasury stock—amount
Show supporting computations in good form.
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Part b. Tomasco, 
January 1973 and had
Inc., began operations in 
the following reported net
income or loss for each of its five years of operations:
1973 $ 150,000 loss
1974 130,000 loss
1975 120,000 loss
1976 250,000 income
1977 1,000,000 income
At December 31, 1977, the Tomasco capital accounts
were as follows:
Common stock, par value $10 per share; 
authorized 100,000 shares; issued and 
outstanding 50,000 shares $ 500,000
4% nonparticipating noncumulative pre­
ferred stock, par value $100 per share; 
authorized, issued and outstanding
1,000 shares 100,000
8% fully participating cumulative pre­
ferred stock, par value $100 per share; 
authorized, issued and outstanding
10,000 shares 1,000,000
Tomasco has never paid a cash or stock dividend. There 
has been no change in the capital accounts since 
Tomasco began operations. The appropriate state law 
permits dividends only from retained earnings.
Required:
Prepare a work sheet showing the maximum 
amount available for cash dividends on December 31, 
1977, and how it would be distributable to the holders 
of the common shares and each of the preferred shares. 
Show supporting computations in good form.
Number 4 (Estimated tim e----- 40 to 50 minutes)
Number 4 consists of two unrelated parts.
Part a. The Triple C Corporation has engaged 
you to compute its corporate federal taxable income 
for the calendar year 1977. You have obtained from 
them the following information;
• Gross margin (sales less cost of sales) $400,000
• Operating expenses not enumerated
below $180,000
• Net other income not enumerated
below $ 2,000
• Common stock of Wick, Inc., which was pur­
chased on April 15, 1975, for $70,000 was sold on
September 1, 1977, for $94,000.
• Common stock of Erie Co. which was pur­
chased on May 15, 1975, for $40,000 was sold on 
September 10, 1977, for $35,000.
• Common stock of Lupo Company which was 
purchased on June 20, 1977, for $28,000 was sold on 
December 15, 1977, for $31,000.
• Common stock of Vara Incorporated which 
was purchased on July 5, 1977, for $16,000 was sold on 
December 23, 1977, for $14,000.
• Dividends of $12,000 were received from 
domestic corporations in 1977.
• Dividends of $8,000 were received from a 
wholly-owned domestic subsidiary in 1977. Triple C 
does not file a consolidated return with this subsidiary.
• In 1976, Triple C contributed $15,000 more 
than the maximum deduction allowed for federal in­
come tax purposes to its qualified pension trust. In 
1977, Triple C contributed $130,000 which was $5,000 
less than the maximum deduction allowed for federal 
income tax purposes to its qualified pension trust.
• In 1977, Triple C contributed $85,000 to a 
profit-sharing trust for its employees which was insti­
tuted in 1977 and represented 8% of each employee’s 
salary.
• Triple C made charitable contributions of 
$10,000 to various qualified organizations in 1977.
• The investment tax credit for Triple C for 1977 
was $44,000.
Required:
Beginning with gross margin of $400,000, prepare 
a schedule computing Triple C’s 1977 corporate federal 
taxable income. Any possible alternative treatments 
should be resolved in a manner that will minimize 
taxable income. Show supporting computations in 
good form.
Part b. Pang Corporation has engaged you to 
compute its corporate federal income tax due for its 
calendar year 1977 income tax return. According to 
Pang’s records, its corporate federal taxable income 
for the calendar year 1977 amounted to $1,000,000 
before considering the following additional information:
• Estimated tax payments of $250,000 for the 
calendar year 1977 were made in 1977.
• An investment credit of $100,000 is allowable 
for the calendar year 1977 for qualified property bought 
and placed into service in 1977.
• Pang had a net operating loss of $300,000 for 
the calendar year 1976. $240,000 of the net operating 
loss was used to offset profits of prior years, and the 
appropriate refunds were received in 1977.
Required:
Assuming a federal income tax rate of 40%, pre­
pare a schedule computing Pang’s 1977 corporate 
federal income tax due. Any possible alternative treat­
ments should be resolved in a manner that will mini­
mize taxable income. Show supporting computations 
in good form.
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Number 5 (Estimated time----- 50 to 60 minutes)
Number 5 consists of two unrelated parts.
Part a. At December 31, 1976, certain accounts 
included in the property, plant and equipment section 
of the Townsand Company’s balance sheet had the 
following balances:
Land
Buildings
Leasehold improvements 
Machinery and equipment
$100,000
800,000
500,000
700,000
During 1977 the following transactions occurred:
• Land site number 621 was acquired for 
$1,000,000. Additionally, to acquire the land Townsand 
paid a $60,000 commission to a real estate agent. Costs 
of $15,000 were incurred to clear the land. During the 
course of clearing the land, timber and gravel were 
recovered and sold for $5,000.
• A second tract of land (site number 622) with a 
building was acquired for $300,000. The closing 
statement indicated that the land value was $200,000 
and the building value was $100,000. Shortly after 
acquisition, the building was demolished at a cost of 
$30,000. A new building was constructed for $150,000 
plus the following costs:
Excavation fees 
Architectural design fees 
Building permit fee 
Imputed interest on funds used 
during construction
$11,000
8,000
1,000
6,000
The building was completed and occupied on 
September 30, 1977.
• A third tract of land (site number 623) was 
acquired for $600,000 and was put on the market for 
resale.
• Extensive work was done to a building occupied 
by Townsand under a lease agreement that expires on
December 31, 1986. The total cost of the work was 
$125,000, which consisted of the following:
Painting of
ceilings $ 10,000 estimated useful life is
one year
Electrical work 35,000 estimated useful life is
ten years
Construction of ex­
tension to current
working area 80,000 estimated useful life is
_______ thirty years
$125,000
The lessor paid one-half of the costs incurred in con­
nection with the extension to the current working area.
• During December 1977 costs of $65,000 were 
incurred to improve leased office space. The related 
lease will terminate on December 31, 1979, and is not 
expected to be renewed.
• A group of new machines was purchased under 
a royalty agreement which provides for payment of 
royalties based on units of production for the machines. 
The invoice price of the machines was $75,000, freight 
costs were $2,000, unloading charges were $1,500, and 
royalty payments for 1977 were $13,000.
Required:
1. Prepare a detailed analysis of the changes in 
each of the following balance sheet accounts for 1977:
Land
Buildings
Leasehold improvements 
Machinery and equipment
Disregard the related accumulated depreciation 
accounts.
2. List the items in the fact situation which were 
not used to determine the answer to 1. above, and 
indicate where, or if, these items should be included in 
Townsand’s financial statements.
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Part b. On January 1, 1975, Barth Company, a 
small machine-tool manufacturer, acquired for 
$1,000,000 a piece of new industrial equipment. The 
new equipment was eligible for the investment tax 
credit and Barth took full advantage of the credit and 
accounted for the amount using the flow-through 
method. The new equipment had a useful life of five 
years and the salvage value was estimated to be 
$100,000. Barth estimates that the new equipment can 
produce 10,000 machine tools in its first year. 
Production is then estimated to decline by 1,000 units 
per year over the remaining useful life of the 
equipment.
The following depreciation methods may be used:
• Double-declining-balance
• Straight-line
• Sum-of-the-years-digits
• Units-of-output
Required:
1. Which depreciation method would result in the 
maximization of profits for financial statement report­
ing for the three-year period ending December 31, 
1977? Prepare a schedule showing the amount of 
accumulated depreciation at December 31, 1977, under 
the method selected. Show supporting computations in 
good form. Ignore present value, income tax, and 
deferred income tax considerations in your answer.
2. Which depreciation method would result in the 
minimization of profits for income tax reporting for the 
three-year period ending December 31, 1977? Prepare 
a schedule showing the amount of accumulated 
depreciation at December 31, 1977, under the method 
selected. Show supporting computations in good form. 
Ignore present value considerations in your answer.
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(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 4, 1978; l:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
40 50
40 50
50 60
40 50
50 60
Total 220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you 
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place
them immediately following the question to which 
they relate.
4. Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened togeth­
er at the top left corner. All fourteen-column sheets 
should then be wrapped around the back of the 
papers.
5. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated time----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade 
will be based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97.  
Items to be Answered
1. In 1976 Dubious Corporation began selling a new 
line of products that carry a two-year warranty against 
defects. Based upon past experience with other 
products, the estimated warranty costs related to dollar 
sales are as follows:
First year of warranty 
Second year of warranty
2%
5 %
2. The capital accounts of the partnership of Newton, 
Sharman, and Jackson on June 1, 1977, are presented 
below with their respective profit and loss ratios:
Newton $139,200 1/2
Sharman 208,800 1/3
Jackson 96,000 1/6
$444,000
On June 1, 1977, Sidney was admitted to the partner­
ship when he purchased, for $132,000, a proportionate 
interest from Newton and Sharman in the net assets 
and profits of the partnership. As a result of this trans­
action, Sidney acquired a one-fifth interest in the net 
assets and profits of the firm. Assuming that implied 
goodwill is not to be recorded, what is the combined 
gain realized by Newton and Sharman upon the sale 
of a portion of their interests in the partnership to 
Sidney?
a. $0.
b. $43,200.
c. $62,400.
d. $82,000.
3. During 1977 Suris Corporation acquired a mineral 
mine for $900,000 of which $150,000 was ascribed to 
land value after the mineral has been removed. Geo­
logical surveys have indicated that 15 million units of 
the mineral could be extracted. During 1977, 1,200,000 
units were extracted and 800,000 units were sold. What 
is the amount of depletion for 1977?
a. $40,000.
b. $48,000.
c. $60,000.
d. $72,000.
4. The stockholders’ equity of Slumber Company 
at July 31, 1977, is presented below:
Sales and actual warranty expenditures for 1976 and 
1977 are presented below:
Common stock, par value $20, authorized
400,000 shares; issued and outstanding
150,000 shares
Capital in excess of par value 
Retained earnings
$3,000,000
140,000
390,000
$3,530,000
1976 1977 On August 1, 1977, the board of directors of Slumber 
declared a 4% stock dividend on common stock, to be
Sales $500,000 $700,000 distributed on September 15th. The market price of
Actual warranty expenditures 10,000 30,000 Slumber’s common stock was $35 on August 1, 1977,
and $40 on September 15, 1977. What is the amount
What is the estimated warranty liability at the end of of the charge to retained earnings as a result of the
1977? declaration and distribution of this stock dividend?
a. $39,000. a. $0.
b. $44,000. b. $120,000.
c. $49,000. c. $210,000.
d. $84,000. d. $240,000.
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5. On March 1, 1977, Fence Corporation issued 
$500,000 of 8% nonconvertible bonds at 103, which 
are due on February 28, 1997. In addition each $1,000 
bond was issued with 30 detachable stock warrants, 
each of which entitled the bondholder to purchase for 
$50 one share of Fence common stock, par value $25. 
On March 1, 1977, the fair market value of Fence’s 
common stock was $40 per share and the fair market 
value of the warrants was $4. What amount should 
Fence record on March 1, 1977, as stock warrants out­
standing?
a. $15,000.
b. $60,000.
c. $375,000.
d. $750,000.
7. The Hastings Company began operations on 
January 1, 1976, and uses the FIFO method in costing 
its raw material inventory. Management is contemplat­
ing a change to the LIFO method and is interested in 
determining what effect such a change will have on 
net income. Accordingly, the following information 
has been developed;
Final Inventory
FIFO
LIFO
Net Income
(computed under the FIFO 
method)
1976
$240,000
200,000
1977
$270,000
210,000
120,000 170,000
6. Brower Corporation owns a manufacturing plant 
in the country of Oust. On December 31 , 1977, the plant 
had a book value of $5,000,000 and an estimated fair 
market value of $8,000,000. The government of Oust 
has clearly indicated that it will expropriate the plant 
during the coming year and will reimburse Brower 
for 40% of the plant’s estimated fair market value. 
What journal entry should Brower make on Decem­
ber 31, 1977, to record the intended expropriation?
a. Estimated loss on 
expropriation of 
foreign plant
Allowance for 
estimated loss on 
foreign plant
b. Estimated loss on 
expropriation of 
foreign plant
Allowance for 
estimated loss on 
foreign plant
c. Receivable due 
from foreign 
government
Investment in 
foreign plant
d. Loss on expropriation 
of foreign plant
Receivable due 
from foreign 
government 
Investment in 
foreign plant
Debit
$1,800,000
Credit
$1,800,000
3,000,000
3,000,000
3,200,000
1,800,000
3,200,000
3,200,000
Based upon the above information, a change to the 
LIFO method in 1977 would result in net income for 
1977 of
a. $110,000.
b. $150,000.
c. $170,000.
d. $230,000.
8. The partnership of Jenson, Smith, and Hart 
share profits and losses in the ratio of 5:3:2, respec­
tively. The partners voted to dissolve the partnership 
when its assets, liabilities, and capital were as follows:
Assets
Cash
Other assets
Liabilities and Capital
Liabilities 
Jenson, Capital 
Smith, Capital 
Hart, Capital
$ 40,000
210,000
$250,000
$ 60,000
48,000
72,000
70,000 
$250,000
5,000,000
The partnership will be liquidated over a prolonged 
period of time. As cash is available it will be distributed 
to the partners. The first sale of noncash assets having 
a book value of $120,000 realized $90,000. How much 
cash should be distributed to each partner after this 
sale?
a. Jenson $0; Smith $28,800; Hart $41,200.
b. Jenson $0; Smith $30,000; Hart $40,000.
c. Jenson $35,(K)0; Smith $21,000; Hart $14,000.
d. Jenson $45,000; Smith $27,000; Hart $18,000.
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9. The following accounts were abstracted from the 
trial balance of Marion Company at December 31, 1977;
12. An analysis of stockholders’ equity of Medina 
Corporation as of January 1, 1977, is as follows:
Credit sales 
Sales discounts
Debit
$10,000
Credit
$500,000
On January 1, 1977, the account Allowance for 
Uncollectible Accounts Receivable had a credit balance 
of $12,000. During 1977, $20,000 of accounts receiv­
able deemed uncollectible were written off.
Historical experience indicates that 3% of gross 
sales prove uncollectible. What should be the balance 
in the account Allowance for Uncollectible Accounts 
Receivable after the current provision is made?
a. $6,700.
b. $7,000.
c. $14,700.
d. $23,000.
10. On March 1, 1977, Smith and Dale formed a part­
nership with each contributing the following assets:
Smith Dale
Cash $30,000 $ 70,000
Machinery and equipment 25,000 75,000
Building — 225,000
Furniture and fixtures 10,000 —
The building is subject to a mortgage loan of $80,000, 
which is to be assumed by the partnership. The part­
nership agreement provides that Smith and Dale share 
profits and losses 30% and 70%, respectively. On 
March 1, 1977, the balance in Dale’s capital account 
should be
a. $290,000.
b. $305,000.
c. $314,000.
d. $370,000.
11. On January 1, 1975, Thorp Corporation acquired 
machinery at a cost of $300,000. Thorp adopted the 
double-declining-balance method of depreciation for 
this machinery and had been recording depreciation 
over an estimated useful life of ten years, with no 
residual value. At the beginning of 1977 a decision 
was made to change to the straight-line method of de­
preciation for the machinery. The cumulative effect of 
this accounting change, ignoring income tax consider­
ations, is
a. $0.
b. $48,000.
c. $56,400.
d. $108,000.
Common stock, par value $20; authorized
100,000 shares; issued and outstanding
60,000 shares
Capital in excess of par value 
Retained earnings
Total
$1,200,000
140,000
760,000
$2 , 100,000
Medina uses the cost method of accounting for treasury 
stock and during 1977 entered into the following trans­
actions:
• Acquired 1,000 shares of its stock for $35,000.
• Sold 600 treasury shares at $38 per share.
• Retired the remaining treasury shares.
Assuming no other equity transactions occurred during 
1977, what should Medina report at December 31, 
1977. as capital in excess of par value?
a. $156,800.
b. $150,800.
c. $140,000.
d. $135,800.
13. On January 1, 1973, Ben Corporation issued 
$600,000 of 5% ten-year bonds at 103. The bonds are 
callable at the option of Ben at 104. Ben has recorded 
amortization of the bond premium on the straight-line 
method (which was not materially different from the 
interest method).
On December 31, 1977, when the fair market value 
of the bonds was 97, Ben repurchased $300,000 of the 
bonds in the open market at 97. Ben has recorded inter­
est and amortization for 1977. Ignoring income taxes 
and assuming that the gain is material, Ben should 
report this reacquisition as
a. A gain of $13,500.
b. An extraordinary gain of $13,500.
c. A gain of $21,000.
d. An extraordinary gain of $21,000.
14. On June 30, 1977, Gulch Corporation sold equip­
ment to an unaffiliated company for $550,000. The 
equipment had a book value of $500,000 and a remain­
ing useful life of 10 years. That same day, Gulch leased 
back the equipment at $1,500 per month for 5 years 
with no option to renew the lease or repurchase the 
equipment. Gulch’s equipment rent expense for this 
equipment for the year ended December 31, 1977, 
should be
a. $4,000.
b. $5,000.
c. $9,000.
d. $11,000.
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15. On January 2, 1975, Mogul Company acquired 
equipment to be used in its manufacturing operations. 
The equipment has an estimated useful life of 10 years 
and an estimated salvage value of $5,000. The depreci­
ation applicable to this equipment was $24,000 
for 1977, computed under the sum-of-the-years-digits 
method. What was the acquisition cost of the equip­
ment?
a. $165,000. 
l3. $170,000.
c. $240,000.
d. $245,000.
16. In January 1977 Action Corporation entered into 
a contract to acquire a new machine for its factory. The 
machine, which had a cash price of $150,000, was paid 
for as follows:
Down payment $ 15,000
Notes payable in 10 equal monthly 
installments 120,000
500 shares of Action common stock with an
agreed value of $50 per share 25,000
Total $160,000
Prior to the machine’s use, installation costs of $4,000 
were incurred. The machine has an estimated useful 
life of 10 years and an estimated salvage value of 
$5,000. What should Action record as depreciation 
expense for 1977 under the straight-line method?
a. $15,900.
b. $15,500.
c. $15,000.
d. $14,900.
17. The inventory account of Benson Company at 
December 31, 1976, included the following items:
Inventory
Amount
Merchandise out on consignment at sales 
price (including markup of 40% on 
selling price)
Goods purchased, in transit (shipped f.o.b. 
shipping point)
Goods held on consignment by Benson
Goods out on approval (sales price $2,500, 
cost $2,000)
$7,000
6,000
4,000
2,500
Based on the above information, the inventory account 
at December 31, 1976, should be reduced by
a. $7,300.
b. $12,500.
c. $13,500.
d. $19,500.
Number 2 (Estimated time----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of 
individuals. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. The answers 
should be selected in accordance with the current 
Internal Revenue Code and Tax Regulations. Mark only 
one answer for each item. Answer all items. Your grade 
will be based on your total correct answers.
Items to be Answered
18. Stanley Brown, a self-employed individual, owned 
a truck driven exclusively for business use. The truck 
had an original cost of $4,000 and had an adjusted basis 
on December 31, 1976, of $1,800. On January 2, 1977, 
he traded it in for a new truck costing $5,000 and was 
given a trade-in allowance of $1,000. The new truck will 
also be used exclusively for business purposes and will 
be depreciated with no salvage value. The basis of the 
new truck is
a. $4,000.
b. $4,200.
c. $5,000.
d. $5,800.
19. Harold Shore was the owner of a parcel of vacant 
land that cost him $50,000 when he acquired it in 1970. 
On January 1, 1977, when the property was valued at 
$10,000, he made a bona fide gift of the property to his 
niece, Matilda River. Ms. River held the property until 
December 15, 1977, and then sold it for $20,000. What 
is the amount of the gain or loss that Ms. River should 
include in her adjusted gross income for 1977?
a. $0.
b. $10,000 gain.
c. $30,000 loss.
d. $40,000 loss.
20. On January 1, 1977, Hubert Toast sold stock with a 
cost of $4,000 to his sister Melba for $3,500, its fair 
market value. On July 30, 1977, Melba sold the same 
stock for $4,100 to a friend, in a bona fide transaction. 
In 1977 as a result of these transactions
a. Neither Hubert nor Melba has a recognized 
gain or loss.
b. Hubert has a recognized loss of $500.
c. Melba has a recognized gain of $100.
d. Melba has a recognized gain of $600.
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21. In January 1977 Judy Howard was awarded a 
postgraduate fellowship grant of $4,800 by a tax- 
exempt educational organization. Ms. Howard is not a 
candidate for a degree and was awarded the grant to 
continue her research. The grant is for the period July 
1, 1977, through June 30, 1979, and was paid in full on 
July 1, 1977. What amount should be included in her 
gross income for 1977?
a. $0.
b. $1,200.
c. $2,400.
d. $4,800.
22. During 1977 Sam Lobell was involved in a collision 
while driving his automobile. The automobile, which 
originally cost $4,000 and was used solely for his 
personal use, had an appraised value of $2,800 for 
trade-in purposes just before the accident. After the 
collision, the car was traded in on a new car, but the 
trade-in value was only $900. Assuming that Lobell 
carried no collision insurance, what amount can he 
deduct as a net casualty loss for 1977?
a. $800.
b. $900.
c. $1,800.
d. $1,900.
23. Mr. and Mrs. Brook, both age 62, filed a joint 
return for 1977. They provided all the support for their 
son who is 19, legally blind, and who had no income. 
Their daughter, age 21 and a full-time student at a 
university, had $4,200 of income and provided 70% of 
her own support during 1977. How many exemptions 
should Mr. and Mrs. Brook have claimed on their 1977 
joint income tax return?
a. 5.
b. 4.
c. 3.
d. 2.
25. Mort Gage, a cash basis taxpayer, is the owner of 
an apartment building containing 10 identical apart­
ments. Gage resides in one apartment and rents out the 
remaining units. For 1977 the following information 
was available:
Gross rents 
Fuel
Maintenance and repairs (rental 
apartments)
Advertising for vacant apartments 
Depreciation of building
$21,600
2,500
1,200
300
5,000
What amount should Gage report as net rental income 
for 1977?
a. $12,600.
b. $13,350.
c. $13,500.
d. $17,600.
26. On June 3, 1977, Leon Wren, an electrician, was 
injured in an accident during the course of his 
employment. As a result of injuries sustained, he 
received the following payments during 1977:
Damages for personal injuries 
Workmen’s compensation 
Reimbursement from his employer’s 
accident and health plan for medical 
expenses paid by Wren
$8,000
3,000
1,200
included in Wren’s 1977 grossThe amount to be 
income should be
a. $0.
b. $1,200.
c. $3,000.
d. $12,200.
27. The following information is available for Rufus 
Hirsch and his wife Mavis for 1977:
24. In 1977 David Link had adjusted gross income of 
$30,000. During the year he paid the following medical 
care expenses:
Medicines and drugs 
Doctors
Medical care insurance 
Crutches for broken leg
$ 200 
1,100 
400 
100
What amount can Link deduct as medical expenses 
in calculating excess itemized deductions for 1977?
a. $1,700.
b. $800.
c. $700.
d. $600.
Rufus Mavis
$20,000 $5,000
600 3,000
1,000 100
Adjusted gross income 
Cash contributions to recog­
nized charities
Cash contributions to political 
parties
What is the maximum amount of the above that they 
can deduct in calculating excess itemized deductions 
for 1977?
a. $3,000.
b. $3,300.
c. $3,700.
d. $4,600.
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28. Ruth Fleming, a widow whose husband died in 
1973, maintains her home in which she and her two 
sons reside. Only one of her sons qualifies as her 
dependent. What is her filing status for 1977?
a. Single.
b. Surviving spouse.
c. Head of household.
d. Married, filing jointly.
29. On November 1, 1974, Betty Fraser loaned $3,000 
to her friend, Irene Cox. The loan was of a non-business 
nature and was to be repaid on October 30, 1977. 
During 1977 Ms. Cox filed for and was declared a 
bankrupt, and the loan was declared totally uncollect­
ible and worthless. For 1977 Ms. Fraser can report the 
nonpayment of the loan as a (an)
a. Itemized deduction.
b. Nondeductible item.
c. Short-term capital loss.
d. Long-term capital loss.
30. For the year 1977 Morgan Day had $25,000 of 
ordinary income. In addition he had the following 
capital transactions:
$800 net long-term capital loss 
$1,500 net short-term capital loss
What is the amount of Day’s capital loss deduction for 
1977?
a. $1,150.
b. $1,550.
c. $1,900.
d. $2,000.
31. James Robert, a cash basis taxpayer, is a self- 
employed accountant. During 1977 he established a 
qualifie d  defined-contribution retirement plan of which 
he will be the only beneficiary. In examining his records 
for 1977, the following information is available:
32. In examining the records of Tom Ackerson for 
1977, a cash-basis sole proprietor, the following in­
formation was available:
Earned income from self-employment
Interest income
Dividend income
Net long-term capital gains
Adjusted gross income
$40,000
6,000
4,000
10,000
$60,000
What is the maximum amount that Robert can deduct 
as a contribution to his qualified retirement plan for 
1977?
a. $1,500.
b. $6,000.
c. $7,500.
d. $9,000.
Gross receipts
Dividend income (on personal
investments)
Cost of sales
Other operating expenses 
State business taxes paid 
Federal self-employment tax paid
$30,000
200
15,000
3,000
300
800
What amount should Ackerson report as net earnings 
from self-employment for 1977?
a. $10,900.
b. $11,700.
c. $11,900.
d. $12,000.
33. During 1977 Anthony and Cleo Patra received the 
following dividends on their jointly held investments:
• Dividends of $600 from Hall Corporation, a tax­
able domestic corporation.
• A liquidating dividend of $500 from Tell Cor­
poration.
• A dividend of $1,400 from Roe Corporation, a
domestic corporation whose earnings con­
sisted entirely of interest on municipal bonds.
Assuming that the Patras file a joint return for 1977, 
what amount should they report as dividend income 
after the allowable exclusion?
a. $900.
b. $1,800.
c. $2,300.
d. $2,500.
34. During 1977 Milton Hanover was granted a 
divorce from his wife. The divorce decree stipulated 
that he was to pay both alimony and child support for a 
specified period of time. The alimony payments were 
considered to be periodic payments for income tax 
purposes. In examining his records for 1977, the 
following information is available:
Salary
Interest received on bank deposits 
Interest received on municipal obligations
Alimony paid 
Child support paid
$50,000
2,000
1,000
$53,000
$ 3,600 
4,800
What is Hanover’s adjusted gross income for 1977?
a. $44,600.
b. $48,400.
c. $49,400.
d. $52,000.
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Number 3 (Estimated time----- 50 to 60 minutes)
The management of Hatfield Corporation, con­
cerned over a decrease in working capital, has pro­
vided you with the following comparative analysis of 
changes in account balances between December 31, 
1976, and December 31, 1977;
December 31, Increase
Debit Balances 1977 1976 (Decrease)
Cash
Accounts receivable 
Inventories 
Securities held for 
plant expansion 
purposes 
Machinery and 
equipment 
Leasehold improve­
ments 
Patents
$ 145,000 $ 186,000 $ (41,000)
253,000 273,000 (20,000)
483,000 538,000 (55,000)
150,000 150,000
927,000 647,000 280,000
87,000 87,000 —
27,800 30,000 (2,200)
$2,072,800 $1,761,000 $ 311,800
Credit Balances
Allowance for 
uncollectible 
accounts 
receivable 
Accumulated 
depreciation of 
machinery and 
equipment 
Allowance for amor­
tization of lease­
hold improve­
ments
Accounts payable 
Cash dividends pay­
able
Current portion of 
6% serial bonds 
payable 
6% serial bonds 
payable 
Preferred stock 
Common stock 
Retained earnings
Totals
$ 14,000 $ 17,000 $ (3,000)
416,000 372,000
58,000
232,800
49,000
105,000
40,000 —
50,000 50,000
44,000
9,000
127,800
40,000
(50,000)
(10,000)
__________________  154,000
$2,072,800 $1,761,000 $ 311,800
250,000 
90,000
500,000
422,000
300,000
100,000
500,000
268,000
Additional information:
During 1977 the following transactions occurred:
• New machinery was purchased for $386,000. In 
addition, certain obsolete machinery, having a book 
value of $61,000, was sold for $48,000. No other entries 
were recorded in Machinery and Equipment or related 
accounts other than provisions for depreciation.
• Hatfield paid $2,000 legal costs in a success­
ful defense of a new patent. Amortization of patents 
amounting to $4,200 was recorded.
• Preferred stock, par value $100, was purchas­
ed at 110 and subsequently cancelled. The premium 
paid was charged to retained earnings.
• On December 10, 1977, the board of directors 
declared a cash dividend of $0.20 per share payable 
to holders of common stock on January 10, 1978.
• A comparative analysis of retained earnings 
as of December 31, 1977 and 1976, is presented below:
December 31,
1977 1976
Balance, January 1 $268,000 $131,000
Net income 195,000 172,000
463,000 303,000
Dividends declared (40,000) (35,000)
Premium on preferred 
stock repurchased (1,000) —
$422,000 $268,000
Required:
a. Prepare a statement of changes in financial 
position of Hatfield Corporation for the year ended 
December 31, 1977, based upon the information pre­
sented above. The statement should be prepared using 
a working-capital format.
b. Prepare a schedule of changes in working 
capital of Hatfield Corporation for the year ended 
December 31, 1977.
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You have been engaged to examine the financial 
statements of the town of Workville for the year ended 
June 30, 1977. Your examination disclosed that due 
to the inexperience of the town’s bookkeeper all trans­
actions were recorded in the General Fund. The follow­
ing General Fund Trial Balance as of June 30, 1977, 
was furnished to you.
Town o f Workville
GENERAL FUND TRIAL BALANCE
June 30, 1977
Number 4 (Estimated tim e------40 to 50 minutes)
Debit Credit
Cash $ 16,800
Short-term investments 40,000
Accounts receivable 
Taxes receivable-current
11,500
year
Tax anticipation notes
30,000
payable $ 50,000
Appropriations 400,000
Expenditures 382,000
Estimated revenue 320,000
Revenues 360,000
General property 85,400
Bonds payable 52,000
Fund balance 127,700
$937,700 $937,700
Your audit disclosed the following additional informa­
tion;
1. The accounts receivable of $11,500 includes 
$1,500 due from the town’s water utility for the sale 
of scrap sold on its behalf. Accounts for the municipal 
water utility operated by the town are maintained in 
a separate fund.
2. The balance in Taxes Receivable-Current Year 
is now considered delinquent, and the town estimates 
that $24,000 will be uncollectible.
3. On June 30, 1977, the town retired, at face 
value, 6% General Obligation Serial Bonds totaling 
$40,000. The bonds were issued on July 1, 1972, at face 
value of $200,000. Interest paid during the year ended 
June 30, 1977, was charged to Bonds Payable.
4. In order to service other municipal depart­
ments, the town at the beginning of the year authorized 
the establishment of a central supplies warehouse. 
During the year supplies totaling $128,000 were pur­
chased and charged to Expenditures. The town chose to 
conduct a physical inventory of supplies on hand at 
June 30, 1977, and this physical count disclosed that 
supplies totaling $84,000 were used.
5. Expenditures for the year ended June 30, 
1977, included $11,200 applicable to purchase orders 
issued in the prior year. Outstanding purchase orders 
at June 30, 1977, not recorded in the accounts amount­
ed to $17,500.
6. On June 28, 1977, the State Revenue Depart­
ment informed the town that its share of a state-collect­
ed, locally-shared tax would be $34,000.
7. During the year equipment with a book value 
of $7,900 was removed from service and sold for $4,600. 
In addition new equipment costing $90,000 was pur­
chased. The transactions were recorded in General 
Property.
8. During the year 100 acres of land were do­
nated to the town for use as an industrial park. The land 
had a value of $125,000. No recording of this donation 
has been made.
Required:
a. Prepare the formal reclassification, adjust­
ing, and closing journal entries for the General Fund 
as of June 30, 1977.
b. Prepare the formal adjusting journal entries 
for any other funds or groups of accounts as of 
June 30, 1977.
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Melody Corporation is a manufacturing company 
that produces a single product known as “ Jupiter.” 
Melody uses the first-in, first-out (FIFO) process cost­
ing method for both financial statement and internal 
management reporting.
In analyzing production results, standard costs 
are used, whereas actual costs are used for financial 
statement reporting. The standards, which are based 
upon equivalent units of production, are as follows:
Number 5 (Estimated tim e------50 to 60 minutes)
Raw material per unit 
Direct labor per unit 
Factory overhead 
per unit
1 pound at $10 per pound
2 hours at $4 per hour
2 hours at $1.25 per hour
Budgeted factory overhead for standard hours 
allowed for April production is $30,000.
Data for the month of April 1977 are presented 
below;
• The beginning inventory consisted of 2,500 
units which were 100% complete as to raw material 
and 40% complete as to direct labor and factory over­
head.
• An additional 10,000 units were started during 
the month.
• The ending inventory consisted of 2,000 units 
which were 100% complete as to raw material and 
40% complete as to direct labor and factory overhead.
• Costs applicable to April production are as 
follows:
Actual
Cost
Standard
Cost
Raw material used (11,000 
pounds)
Direct labor (25,000 hours 
actually worked)
Factory overhead
$121,000 $100,000
105,575
31,930
82,400
25,750
Required:
а. For each element of production for April (raw 
material, direct labor, and factory overhead) compute 
the following:
1. Equivalent units of production.
2. Cost per equivalent unit of production at 
actual and at standard.
Show supporting computations in good form.
b. Prepare a schedule analyzing for April pro­
duction the following variances as either favorable or 
unfavorable:
1. Total materials.
2. Materials price.
3. Materials usage.
4. Total labor.
5. Labor rate.
b. Labor efficiency.
7. Total factory overhead.
8. Factory overhead volume.
9. Factory overhead budget.
Show supporting computations in good form.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN AUDITING
May 4, 1978; 8:30 A.M. to 12:00 M
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ............................................................................................ 90
No. 2 ..............................................................................  15
No. 3 ............................................................................................ 15
No. 4 ....................   15
No. 5 ............................................................................................
Total........................................................................ ................ 150
105
25
25
25
30
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark  only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. Count client petty-cash funds.
Answer Sheet
96.  
Items to be Answered
1. Which of the following material asset accounts 
would an auditor take exception to in the auditor’s 
report?
a. Franchise fees paid.
b. Goodwill resulting from revaluation based on 
an objective appraisal by an expert.
c. Excess cost over the fair value of the assets of 
a significant subsidiary.
d. Research and development costs that will be 
billed to a customer at a subsequent date.
2. Auditors often utilize sampling methods when 
performing tests of compliance. Which of the following 
sampling methods is most useful when testing for 
compliance?
a. Attribute sampling.
b. Variable sampling.
c. Unrestricted random sampling with replace­
ment.
d. Stratified random sampling.
3. A client’s physical count of inventories was lower 
than the inventory quantities shown in its perpetual 
records. This situation could be the result of the failure 
to record.
a. Sales.
b. Sales returns.
c. Purchases.
d. Purchase discounts.
Number 1 (Estimated tim e----- 90 to 105 minutes) 4. An auditor should recognize that the application 
of auditing procedures may produce evidential matter 
indicating the possibility of errors or irregularities and 
therefore should
a. Design audit tests to detect unrecorded 
transactions.
b. Extend the work to audit most recorded trans­
actions and records of an entity.
c. Plan and perform the engagement with an 
attitude of professional skepticism.
d. Not depend on internal accounting control 
features that are designed to prevent or 
detect errors or irregularities.
5. Which of the following is the most important 
internal control procedure over acquisitions of prop­
erty, plant and equipment?
a. Establishing a written company policy distin­
guishing between capital and revenue expen­
ditures.
b. Using a budget to forecast and control acqui­
sitions and retirements.
c. Analyzing monthly variances between au­
thorized expenditures and actual costs.
d. Requiring acquisitions to be made by user 
departments.
6. Which of the following is the best audit procedure 
for the discovery of damaged merchandise in a client’s 
ending inventory?
a. Compare the physical quantities of slow- 
moving items with corresponding quantities 
of the prior year.
b. Observe merchandise and raw materials 
during the client’s physical inventory taking.
c. Review the management’s inventory repre­
sentation letter for accuracy.
d. Test overall fairness of inventory values by 
comparing the company’s turnover ratio with 
the industry average.
7. The auditor’s program for the examination of 
long-term debt should include steps that require the
a. Verification of the existence of the bond­
holders.
b. Examination of any bond trust indenture.
c. Inspection of the accounts payable subsidiary 
ledger.
d. Investigation of credits to the bond interest 
income account.
8. Preliminary arrangements agreed to by the 
auditor and the client should be reduced to writing by 
the auditor. The best place to set forth these arrange­
ments is in
a. A memorandum to be placed in the perma­
nent section of the auditing working papers.
b. An engagement letter.
c. A client representation letter.
d. A confirmation letter attached to the con­
structive services letter.
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9. Which of the following would be the best protec­
tion for a company that wishes to prevent the 
“ lapping” of trade accounts receivable?
a. Segregate duties so that the bookkeeper in 
charge of the general ledger has no access to 
incoming mail.
b. Segregate duties so that no employee has 
access to both checks from customers and 
currency from daily cash receipts.
c. Have customers send payments directly to 
the company’s depository bank.
d. Request that customers’ payment checks be 
made payable to the company and addressed 
to the treasurer.
10. The term “ special reports” may include all of the 
following except reports on financial statements
a. Of an organization that has limited the scope 
of the auditor’s examination.
b. Prepared for limited purposes such as a 
report that relates to only certain aspects of 
financial statements.
c. Of a not-for-profit organization which follows 
accounting practices differing in some re­
spects from those followed by business enter­
prises organized for profit.
d. Prepared in accordance with a cash basis 
of accounting.
11. When auditing contingent liabilities, which of the 
following procedures would be least effective?
a. Abstracting the minutes of the board of 
directors.
b. Reviewing the bank confirmation letter.
c. Examining customer confirmation replies.
d. Examining invoices for professional services.
12. When verifying debits to the perpetual inventory 
records of a non-manufacturing company, an auditor 
would be most interested in examining a sample of 
purchase
a. Approvals.
b. Requisitions.
c. Invoices.
d. Orders.
13. On February 13, 1978, Fox, CPA, met with the 
audit committee of the Gem Corporation to review the 
draft of Fox’s report on the company’s financial state­
ments as of and for the year ended December 31, 1977. 
On February 16, 1978, Fox completed all remaining 
field work at the Gem Corporation’s headquarters. On 
February 17, 1978, Fox typed and signed the final 
version of the auditor’s report. On February 18, 1978, 
the final report was mailed to Gem’s audit committee. 
What date should have been used on Fox’s report?
a. February 13,1978.
b. February 16, 1978.
c. February 17, 1978.
d. February 18, 1978.
14. The AICPA Code of Professional Ethics requires 
compliance with accounting principles promulgated 
by the body designated by AICPA Council to establish 
such principles. The pronouncements comprehended 
by the code include all of the following except
a. Opinions issued by the Accounting Principles 
Board.
b. AICPA Accounting Research Studies.
c. Interpretations issued by the Financial Ac­
counting Standards Board.
d. AICPA Accounting Research Bulletins.
15. Which of the following actions should be taken by 
a CPA who has been asked to examine the financial 
statements of a company whose fiscal year has ended?
a. Discuss with the client the possibility of an 
adverse opinion because of the late engage­
ment date.
b. Ascertain whether circumstances are likely to 
permit an adequate examination and expres­
sion of an unqualified opinion.
c. Inform the client of the need to issue a quali­
fied opinion if the physical inventory has 
already been taken.
d. Ascertain whether a proper study and evalua­
tion of internal control can be conducted after 
completion of the field work.
16. Which of the following is an aspect of scheduling 
and controlling the audit engagement?
a. Include in the audit program a column for 
estimated and actual time.
b. Perform audit work only after the client’s 
books of account have been closed for the 
period under examination.
c. Write a conclusion on individual working 
papers indicating how the results thereon 
will affect the auditor’s report.
d. Include in the engagement letter an esti­
mate of the minimum and maximum audit 
fee.
17. One reason why an auditor uses a flowchart is to 
aid in the
a. Evaluation of a series of sequential processes.
b. Study of the system of responsibility account­
ing.
c. Performance of important, required, dual- 
purpose tests.
d. Understanding of a client’s organizational 
structure.
18. The consistency standard does not apply to an 
accounting change that results from a change in
a. An accounting principle that is not generally 
accepted.
b. An accounting estimate.
c. The reporting entity.
d. An accounting principle inseparable from a 
change in accounting estimate.
24
Auditing
19. An independent auditor must be without bias with 
respect to the financial statements of a client in order to
a. Comply with the laws established by govern­
mental agencies.
b. Maintain the appearance of separate interests 
on the part of the auditor and the client.
c. Protect against criticism and possible litiga­
tion from stockholders and creditors.
d. Insure the impartiality necessary for an ex­
pression of the auditor’s opinion.
20. In an electronic data processing system, auto­
mated equipment controls or hardware controls are 
designed to
a. Arrange data in a logical sequential manner 
for processing purposes.
b. Correct errors in the computer programs.
c. Monitor and detect errors in source docu­
ments.
d. Detect and control errors arising from use of 
equipment.
21. Which of the following is an internal control 
weakness for a company whose inventory of supplies 
consists of a large number of individual items?
a. Supplies of relatively little value are ex­
pensed when purchased.
b. The cycle basis is used for physical counts.
c. The storekeeper is responsible for main­
tenance of perpetual inventory records.
d. Perpetual inventory records are maintained 
only for items of significant value.
22. The auditor’s study and evaluation of internal 
control is done for each of the following reasons except
a. To provide a basis for constructive service 
suggestions.
b. To aid in the determination of the nature, 
timing and extent of audit tests.
c. To establish a basis for reliance thereon.
d. To provide training and development for 
staff accountants.
23. Those procedures specifically outlined in an audit 
program are primarily designed to
a. Prevent litigations.
b. Detect errors or irregularities.
c. Test internal systems.
d. Gather evidence.
24. Which of the following is one of the better 
auditing techniques that might be used by an auditor to 
detect kiting between inter-company banks?
a. Review composition of authenticated deposit 
slips.
b. Review subsequent bank statements received 
directly from the banks.
c. Prepare a schedule of bank transfers.
d. Prepare year-end bank reconciliations.
25. When comparative financial statements are 
presented, the fourth standard of reporting, which 
refers to financial statements “ taken as a whole,” 
should be considered to apply to the financial state­
ments of the
a. Periods presented plus the one preceding 
period.
b. Current period only.
c. Current period and those of the other periods 
presented.
d. Current and immediately preceding period 
only.
26. In order to avoid the misappropriation of com­
pany-owned marketable securities, which of the fol­
lowing is the best course of action that can be taken by 
the management of a company with a large portfolio 
of marketable securities?
a. Require that one trustworthy and bonded 
employee be responsible for access to the 
safekeeping area, where securities are kept.
b. Require that employees who enter and leave 
the safekeeping area sign and record in a log 
the exact reason for their access.
c. Require that employees involved in the safe­
keeping function maintain a subsidiary con­
trol ledger for securities on a current basis.
d. Require that the safekeeping function for 
securities be assigned to a bank, that will act 
as a custodial agent.
27. Although the quantity, type, and content of work­
ing papers will vary with the circumstances, the work­
ing papers generally would include the
a. Copies of those client records examined by 
the auditor during the course of the engage­
ment.
b. Evaluation of the efficiency and competence 
of the audit staff assistants by the partner 
responsible for the audit.
c. Auditor’s comments concerning the effi­
ciency and competence of client management 
personnel.
d. Auditing procedures followed, and the test­
ing performed in obtaining evidential matter.
28. An independent auditor has the responsibility 
to plan the audit examination to search for errors and 
irregularities that might have a material effect on the 
financial statements. Which of the following, if 
material, would be an irregularity as defined in 
Statements on Auditing Standards?
a. Misappropriation of an asset or groups of 
assets.
b. Clerical mistakes in the accounting data 
underlying the financial statements.
c. Mistakes in the application of accounting 
principles.
d. Misinterpretation of facts that existed when 
the financial statements were prepared.
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29. A normal audit procedure is to analyze the current 
year s repairs and maintenance accounts to provide 
evidence in support of the audit proposition that
a. Expenditures for fixed assets have been 
recorded in the proper period.
b. Capital expenditures have been properly 
authorized.
c. Noncapitalizable expenditures have been 
properly expensed.
d. Expenditures for fixed assets have been 
capitalized.
30. Which of the following best describes the distin­
guishing feature of statistical sampling?
a. It requires the examination of a smaller 
number of supporting documents.
b. It provides a means for measuring mathe­
matically the degree of uncertainty that 
results from examining only part of a popula­
tion.
c. It reduces the problems associated with the 
auditor’s judgment concerning materiality.
d. It is evaluated in terms of two parameters: 
statistical mean and random selection.
31. With respect to consistency, which of the 
following should be done by an independent auditor, 
who has not examined a company’s financial state­
ments for the preceding year but is doing so in the 
current year?
a. Report on the financial statements of the 
current year without referring to consistency.
b. Consider the consistent application of prin­
ciples within the year under examination but 
not between the current and preceding year.
c. Adopt procedures, that are practicable and 
reasonable in the circumstances, to obtain 
assurance that the principles employed are 
consistent between the current and pre­
ceding year.
d. Rely on the report of the prior year’s auditors 
if such a report does not take exception as to 
consistency.
32. Which of the following internal control pro­
cedures will most likely prevent the concealment of a 
cash shortage resulting from the improper write-off of a 
trade account receivable?
a. Write-offs must be approved by a responsible 
officer after review of credit department 
recommendations and supporting evidence.
b. Write-offs must be supported by an aging 
schedule showing that only receivables over­
due several months have been written-off.
c. Write-offs must be approved by the cashier 
who is in a position to know if the receivables 
have, in fact, been collected.
d. Write-offs must be authorized by company 
field sales employees who are in a position 
to determine the financial standing of the 
customers.
33. A CPA may reduce the audit work on a first-time 
audit by reviewing the working papers of the 
predecessor auditor. The predecessor should permit 
the successor to review working papers relating to 
matters of continuing accounting significance such as 
those that relate to
a. Extent of reliance on the work of specialists.
b. Fee arrangements and summaries of pay­
ments.
c. Analysis of contingencies.
d. Staff hours required to complete the engage­
ment.
34. Which of the following is not a factor that affects 
the independent auditor’s judgment as to the quan­
tity, type, and content of working papers?
a. The timing and the number of personnel to be 
assigned to the engagement.
b. The nature of the financial statements, sched­
ules, or other information upon which the 
auditor is reporting.
c. The need for supervision of the engagement.
d. The nature of the auditor’s report.
35. Addison Corporation is required to but does not 
wish to prepare and issue a statement of changes in 
financial position along with its other basic financial 
statements. In these circumstances the independent 
auditor’s report on the Addison financial statements 
should include
a. A qualified opinion with a middle paragraph 
explaining that the company declined to pre­
sent the required statement.
b. An unqualified opinion with an accurate and 
complete statement of changes in financial 
position prepared by the auditor and in­
cluded in the auditor’s report.
c. An adverse opinion stating that the financial 
statements, taken as a whole, are not fairly 
presented because of the omission of the 
required statement.
d. A disclaimer of opinion with a separate ex­
planatory paragraph stating why the company 
declined to present the required statement.
36. When making a limited review of interim financial 
information the auditor’s work consists primarily of
a. Studying and evaluating limited amounts of 
documentation supporting the interim finan­
cial information.
b. Scanning and reviewing client-prepared, in­
ternal financial statements.
c. Making inquiries and performing analytical 
procedures concerning significant accounting 
matters.
d. Confirming and verifying significant account 
balances at the interim date.
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37. If, as a result of a limited review of interim 
financial information, a CPA concludes that such in­
formation does not conform with generally accepted 
accounting principles, the CPA should
a. Insist that the management conform the in­
formation with generally accepted accounting 
principles and if this is not done, resign from 
the engagement.
b. Adjust the financial information so that it 
conforms with generally accepted account­
ing principles.
c. Prepare a qualified report that makes refer­
ence to the lack of conformity with generally 
accepted accounting principles.
d. Advise the board of directors of the respects 
in which the information does not conform 
with generally accepted accounting prin­
ciples.
38. A CPA’s retention of client records as a means of 
enforcing payment of an overdue audit fee is an action 
that is
a. Considered acceptable by the AICPA Code of 
Professional Ethics.
b. Ill advised since it would impair the CPA’s 
independence with respect to the client.
c. Considered discreditable to the profession.
d. A violation of generally accepted auditing 
standards.
39. Kiting is a technique that might be used to 
conceal a cash shortage. The auditor can best detect 
kiting by performing which of the following pro­
cedures?
a. Examining the details of deposits made to all 
bank accounts several days subsequent to the 
balance sheet date.
b. Comparing cash receipts records with the de­
tails on authenticated bank deposit slips for 
dates subsequent to the balance sheet date.
c. Examining paid checks returned with bank 
statements subsequent to the balance sheet 
date.
d. Comparing year-end balances per the stan­
dard bank confirmation forms with the like 
balances on the client’s bank reconciliations.
40. A secondary objective of the auditor’s study and 
evaluation of internal control is that the study and 
evaluation provide
a. A basis for constructive suggestions concern­
ing improvements in internal control.
b. A basis for reliance on the system of internal 
accounting control.
c. An assurance that the records and docu­
ments have been maintained in accordance 
with existing company policies and pro­
cedures.
d. A basis for the determination of the resultant 
extent of the tests to which auditing proce­
dures are to be restricted.
41. Effective internal accounting control over the pay­
roll function should include procedures that segregate 
the duties of making salary payments to employees 
and
a. Controlling unemployment insurance claims.
b. Maintaining employee personnel records.
c. Approving employee fringe benefits.
d. Hiring new employees.
42. If the auditor believes that required disclosures of 
a significant nature are omitted from the financial 
statements under examination, the auditor should 
decide between issuing
a. A qualified opinion or an adverse opinion.
b. A disclaimer of opinion or a qualified opinion.
c. An adverse opinion or a disclaimer of opinion.
d. An unqualified opinion or a qualified opinion.
43. Whenever special reports, filed on a printed 
form designed by authorities, call upon the indepen­
dent auditor to make an assertion that the auditor 
believes is not justified, the auditor should
a. Submit a short-form report with explanations.
b. Reword the form or attach a separate report.
c. Submit the form with questionable items 
clearly omitted.
d. Withdraw from the engagement.
44. If, during an audit examination, the successor 
auditor becomes aware of information that may indicate 
that financial statements reported on by the prede­
cessor auditor may require revision, the successor 
auditor should
a. Ask the client to arrange a meeting among 
the three parties to discuss the information 
and attempt to resolve the matter.
b. Notify the client and the predecessor auditor 
of the matter and ask them to attempt to 
resolve it.
c. Notify the predecessor auditor who may be 
required to revise the previously issued 
financial statements and auditor’s report.
d. Ask the predecessor auditor to arrange a 
meeting with the client to discuss and resolve 
the matter.
45. An auditor is planning an audit engagement for a 
new client in a business that is unfamiliar to the 
auditor. Which of the following would be the most 
useful source of information for the auditor during the 
preliminary planning stage, when the auditor is trying 
to obtain a general understanding of audit problems 
that might be encountered?
a. Client manuals of accounts and charts of 
accounts.
b. AICPA Industry Audit Guides.
c. Prior-year working papers of the predecessor 
auditor.
d. Latest annual and interim financial state­
ments issued by the client.
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46. The primary purpose of tests of compliance is to 
provide reasonable assurance that
a. The accounting and administrative control 
procedures are adequately designed to assure 
employee compliance therewith.
b. The accounting and administrative control 
procedures are being applied as prescribed.
c. The administrative control procedures are 
being applied as prescribed.
d. The accounting control procedures are being 
applied as prescribed.
47. Which of the following is not an element of 
quality control that should be considered by a firm of 
independent auditors?
a. Assigning personnel to engagements.
b. Consultation with appropriate persons.
c. Keeping records of quality control policies 
and procedures.
d. Supervision.
48. An investor is reading the financial statements of 
the Stankey Corporation and observes that the state­
ments are accompanied by an auditor’s unqualified 
report. From this the investor may conclude that
a. Any disputes over significant accounting 
issues have been settled to the auditor’s 
satisfaction.
b. The auditor is satisfied that Stankey is finan­
cially sound.
c. The auditor has ascertained that Stankey’s 
financial statements have been prepared 
accurately.
d. Informative disclosures in the financial state­
ments but not necessarily in Stankey’s foot­
notes are to be regarded as reasonably 
adequate.
49. Audit programs are modified to suit the circum­
stances on particular engagements. A complete audit 
program for an engagement generally should be devel­
oped
a. Prior to beginning the actual audit work.
b. After the auditor has completed an evalua­
tion of the existing internal accounting 
control.
c. After reviewing the client’s accounting re­
cords and procedures.
d. When the audit engagement letter is pre­
pared.
50. To best ascertain that a company has properly 
included merchandise that it owns in its ending inven­
tory, the auditor should review and test the
a. Terms of the open purchase orders.
b. Purchase cut-off procedures.
c. Contractual commitments made by the 
purchasing department.
d. Purchase invoices received on or around 
year end.
51. That segment of an auditor’s internal control work 
which focuses directly on the purpose of preventing or 
detecting material errors or irregularities in financial 
statements is known as
a. Compliance with the existing system of in­
ternal control.
b. Review of the existing system of internal 
control.
c. Evaluation of the existing system of internal 
control.
d. Study of the existing system of internal 
control.
52. Which of the following is an effective audit 
planning and control procedure that helps prevent 
misunderstandings and inefficient use of audit person­
nel?
a. Arrange to make copies, for inclusion in the 
working papers, of those client supporting 
documents examined by the auditor.
b. Arrange to provide the client with copies of 
the audit programs to be used during the 
audit.
c. Arrange a preliminary conference with the 
client to discuss audit objectives, fees, 
timing, and other information.
d. Arrange to have the auditor prepare and post 
any necessary adjusting or reclassification 
entries prior to final closing.
53. Under the AICPA Code of Professional Ethics, a 
CPA is prohibited from performing which of the follow­
ing actions?
a. Expressing an opinion on interim financial 
statements.
b. Permitting the CPA’s college alumni maga­
zine to report that the CPA has opened offices 
as “ an Accountant.’’
c. Making a direct uninvited solicitation of a 
a specific potential client.
d. Assisting a client in preparing forecasts of 
the results of future transactions and events.
54. A CPA is associated with client-prepared financial 
statements, but is not independent. With respect to the 
CPA’s lack of independence, which of the following 
actions by the CPA might confuse a reader of such 
financial statements?
a. Stamping the word “ unaudited” on each 
page of the financial statements.
b. Disclaiming an opinion and stating that in­
dependence is lacking.
c. Issuing a qualified auditor’s report explaining 
the reason for the auditor’s lack of indepen­
dence.
d. Preparing an auditor’s report that included 
essential data that was not disclosed in the 
financial statements.
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55. Which of the following is the most likely first step 
an auditor would perform at the beginning of an initial 
audit engagement?
a. Prepare a rough draft of the financial state­
ments and of the auditor’s report.
b. Study and evaluate the system of internal 
administrative control.
c. Tour the client’s facilities and review the gen­
eral records.
d. Consult with and review the work of the pre­
decessor auditor prior to discussing the en­
gagement with the client management.
56. When using statistical sampling for tests of 
compliance an auditor’s evaluation of compliance would 
include a statistical conclusion concerning whether
a. Procedural deviations in the population were 
within an acceptable range.
b. Monetary precision is in excess of a certain 
predetermined amount.
c. The population total is not in error by more 
than a fixed amount.
d. Population characteristics occur at least once 
in the population.
57. During the course of an audit of a medium-sized 
manufacturing concern, which of the following areas 
would be expected to require substantially less audit 
time than the others?
a. Assets.
b. Liabilities.
c. Revenues.
d. Owners’ equity.
58. The confirmation of the client’s trade accounts 
receivable is a means of obtaining evidential matter and 
is specifically considered to be a generally accepted 
auditing
a. Principle.
b. Standard.
c. Procedure.
d. Practice.
59. If an independent auditor’s examination leading 
to an opinion on financial statements causes the auditor 
to believe that material errors or irregularities exist the 
auditor should
a. Consider the implications and discuss the 
matter with appropriate levels of manage­
ment.
b. Make the investigation necessary to deter­
mine whether the errors or irregularities 
have in fact occurred.
c. Request that the management investigate 
to determine whether the errors or irregu­
larities have in fact occurred.
d. Consider whether the errors or irregularities 
were the result of a failure by employees to 
comply with existing internal control pro­
cedures.
60. An effective internal accounting control measure 
that protects against the preparation of improper or 
inaccurate disbursements would be to require that all 
checks be
a. Signed by an officer after necessary support­
ing evidence has been examined.
b. Reviewed by the treasurer before mailing.
c. Sequentially numbered and accounted for by 
internal auditors.
d. Perforated or otherwise effectively cancelled 
when they are returned with the bank state­
ment.
Number 2 (Estimated time----- 15 to 25 minutes)
Brown, CPA, received a telephone call from 
Calhoun, the sole owner and manager of a small cor­
poration. Calhoun asked Brown to prepare the financial 
statements for the corporation and told Brown that the 
statements were needed in two weeks for external 
financing purposes. Calhoun was vague when Brown 
inquired about the intended use of the statements. 
Brown was convinced that Calhoun thought Brown’s 
work would constitute an audit. To avoid confusion 
Brown decided not to explain to Calhoun that the en­
gagement would only be to prepare the financial state­
ments. Brown, with the understanding that a substan­
tial fee would be paid if the work were completed in 
two weeks, accepted the engagement and started the 
work at once.
During the course of the work, Brown discovered 
an accrued expense account labeled “ professional 
fees’’ and learned that the balance in the account 
represented an accrual for the cost of Brown’s services. 
Brown suggested to Calhoun’s bookkeeper that the 
account name be changed to “fees for limited audit en­
gagement.’’ Brown also reviewed several invoices to 
determine whether accounts were being properly clas­
sified. Some of the invoices were missing. Brown listed 
the missing invoice numbers in the working papers with 
a note indicating that there should be a follow-up on the 
next engagement. Brown also discovered that the avail­
able records included the fixed asset values at esti­
mated current replacement costs. Based on the records 
available. Brown prepared a balance sheet, income 
statement and statement of stockholder’s equity. In 
addition, Brown drafted the footnotes but decided that 
any mention of the replacement costs would only 
mislead the readers. Brown suggested to Calhoun that 
readers of the financial statements would be better 
informed if they received a separate letter from 
Calhoun explaining the meaning and effect of the esti­
mated replacement costs of the fixed assets. Brown 
mailed the financial statements and footnotes to 
Calhoun with the following note included on each page:
“The accompanying financial statements are
submitted to you without complete audit
verification.’’
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Required:
Identify the inappropriate actions of Brown and 
indicate what Brown should have done to avoid each 
inappropriate action.
Organize your answer sheet as follows:
Inappropriate Action
What Brown Should Have 
Done To Avoid Inappro­
priate Action
Number 3 (Estimated time----- 15 to 25 minutes)
Feiler, the sole owner of a small hardware busi­
ness, has been told that the business should have finan­
cial statements reported on by an independent CPA. 
Feiler, having some bookkeeping experience, has per­
sonally prepared the company’s financial statements 
and does not understand why such statements should 
be examined by a CPA. Feiler discussed the matter 
with Farber, a CPA, and asked Farber to explain why 
an audit is considered important.
Required:
a. Describe the objectives of an independent 
audit.
b. Identify ten ways in which an independent 
audit may be beneficial to Feiler.
Number 4 (Estimated time----- 15 to 25 minutes)
The following five topics are part of the relevant 
body of knowledge for CPAs having field work or im­
mediate supervisory responsibility in audits involving 
a computer:
1. Electronic data processing (EDP) equipment 
and its capabilities.
2. Organization and management of the data 
processing function.
3. Characteristics of computer based systems.
4. Fundamentals of computer programming.
5. Computer center operations.
CPAs who are responsible for computer audits 
should possess certain general knowledge with respect 
to each of these five topics. For example, on the subject 
of EDP equipment and its capabilities, the auditor 
should have a general understanding of computer 
equipment and should be familiar with the uses and 
capabilities of the central processor and the peripheral 
equipment.
Required:
For each of the topics numbered 2 through 5 
above, describe the general knowledge that should be 
possessed by those CPAs who are responsible for 
computer audits.
Number 5 (Estimated time----- 15 to 30 minutes)
Antonio, CPA, is conducting the 1977 audit of the 
financial statements of Johnson Company and has been
given the following statement of changes in financial 
position:
Johnson Company
STATEMENT OF CHANGES IN FINANCIAL 
POSITION
For the Year Ended December 31, 1977 
(Amounts in thousands)
Funds Provided:
Operations:
Net income from operations 
Add or (deduct) items not requiring outlay 
of working capital in the current period:
Depreciation 
Deferred income taxes 
Investment in unconsolidated subsidiary 
(net of cash dividends paid)
From operations prior to extra­
ordinary loss 
Extraordinary loss
From operations after extra­
ordinary loss
Proceeds from exercise of stock options 
Total
Funds Used:
Cash dividends paid on common and 
preferred stock
Increase in long-term investments 
(net of allowance)
Allowance for unrealized losses on non- 
current marketable equity securities 
Increase in working capital 
Total
Changes in Working Capital- 
Increase (Decrease):______
Cash and short-term investments 
Accounts receivable 
Inventories
Accounts payable and accrued liabilities 
Other current assets and liabilities 
Increase in working capital
$46,000
5,500
1,500
(1,700)*
51,300 
(13,000)
38,300 
2,700 *
$41,000
5,000
18,000
$41,000
$(9,000)
17,000
18,000
(7,000)
( 1,000)
$18,000
Antonio has completed necessary auditing pro­
cedures on the balance sheet, income statement, and 
statement of stockholders’ equity and is satisfied that 
these statements are fairly presented with adequate 
disclosures in the statements and in the footnotes. 
Antonio has not yet examined the statement of changes 
in financial position.
Required:
a. What general steps should be followed by 
Antonio to examine the statement of changes in 
financial position of the Johnson Company? Do not 
discuss the presentation or verification of any specific 
item on the statement.
b. What additional specific steps should be 
followed by Antonio to verify each of the four items 
marked with an asterisk (*) on the statement of changes 
in financial position of the Johnson Company?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
May 5 ,  1978; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ...............................
No. 2 ...............................
No. 3 ...............................
No. 4 ...............................
No. 5 ...............................
Total.......................
Estimated Minutes 
Minimum Maximum
90 105
25 30
20 25
25 30
15 20
175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated time----- 90 to 105 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., 
to Allied Steel Co. follows:
We offer to purchase 10,000 tons of 
No. 4 steel pipe at today’s quoted price 
for delivery two months from today.
Your acceptance must be received in five 
days.
What type of contract did Bridge Builders intend to 
create?
a. Express.
b. Unilateral.
c. Bilateral.
d. Joint.
Answer Sheet
99.  
Items to be Answered
1. Wilcox works as a welder for Miracle Muffler, Inc. 
He was specially trained by Miracle in the procedures 
and safety precautions applicable to installing replace­
ment mufflers on automobiles. One rule of which he 
was aware involved a prohibition against installing a 
muffler on any auto which had heavily congealed oil 
or grease or which had any leaks. Wilcox disregarded 
this rule, and as a result an auto caught fire causing 
extensive property damage and injury to Wilcox. Which 
of the following statements is correct?
a. Miracle is not liable because its rule pro­
hibited Wilcox from installing the muffler 
in question.
b. Miracle is not liable to Wilcox under the 
workmen’s compensation laws.
c. Miracle is liable irrespective of its efforts 
to prevent such an occurrence and the fact 
that it exercised reasonable care.
d. Wilcox does not have any personal liability 
for the loss because he was acting for and 
on behalf of his employer.
2. Halliday engaged Fox as her agent. It was mutual­
ly agreed that Fox would not disclose that he was acting 
as Halliday’s agent. Instead he was to deal with pro­
spective customers as if he were a principal acting on 
his own behalf. This he did and made several contracts 
for Halliday. Assuming Halliday, Fox, or the customer 
seeks to avoid liability on one of the contracts involved, 
which of the following statements is correct?
a. The third party may choose to hold either 
Fox or Halliday liable.
The third party can avoid liability because 
he believed he was dealing with Fox as a 
principal.
Halliday must ratify the Fox contracts in 
order to be held liable.
Fox has no liability once he discloses that 
Halliday was the real principal.
b.
c.
d.
3. Smith has been engaged as a general sales agent 
for the Victory Medical Supply Company. Victory, as 
Smith’s principal, owes Smith several duties which 
are implied as a matter of law. Which of the following 
duties is owed by Victory to Smith?
a. Not to compete.
b. To reimburse Smith for all expenditures as 
long as they are remotely related to Smith’s 
employment and not specifically prohibited.
c. Not to dismiss Smith without cause for one 
year from the making of the contract if the 
duration of the contract is indefinite.
 d. To indemnify Smith for liability for acts done 
in good faith upon Victory’s orders.
4. Winter is a sales agent for Magnum Enterprises. 
Winter has assumed an obligation to indemnify 
Magnum if any of Winter’s customers fail to pay. 
Under these circumstances, which of the following is 
correct?
a. Winter’s engagement must be in writing 
regardless of its duration.
b. Upon default, Magnum must first proceed 
against the delinquent purchaser-debtor.
c. The above facts describe a del credere agency 
relationship and Winter will be liable in the 
event his customers fail to pay Magnum.
d. There is no fiduciary relationship on either 
Winter’s or Magnum’s part.
5. Gladstone has been engaged as sales agent for 
the Doremus Corporation. Under which of the following 
circumstances may Gladstone delegate his duties to 
another?
a. Where an emergency arises and the dele­
gation is necessary to meet the emergency.
b. Where it is convenient for Gladstone to do so.
c. Only with the express consent of Doremus.
d. If Doremus sells its business to another.
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6. Mr. Jackson owns approximately 40% of the 
shares of common stock of Triad Corporation. The rest 
of the shares are widely distributed among 2,000 share­
holders. Jackson needs funds for other business 
ventures and would like to raise about $2,000,000 
through the sale of some of his Triad shares. He accord­
ingly approached Underwood & Sons, an investment 
banking house in which he knew one of the principals, 
to purchase his Triad shares and distribute the shares 
to the public at a reasonable price through its offices 
in the United States. Any profit on the sales could be 
retained by Underwood pursuant to an agreement 
reached between Jackson and Underwood. In this 
situation
a. The securities to be sold probably do not need 
to be registered with the Securities and 
Exchange Commission.
b. Underwood & Sons probably is not an under­
writer as defined in the federal securities law.
c. Jackson probably is considered an issuer 
under federal securities law.
d. Under federal securities law, no prospectus 
is required to be filed in connection with this 
contemplated transaction.
7. Over a six-year period, Yeats Corporation ac­
quired 46% of the outstanding stock of Glick, Inc. More 
than 40% of the shares so acquired were purchased 
from Click’s past and present directors. Both Click and 
Yeats have capital, surplus, and undivided profits ag­
gregating more than $1,000,000. Yeats’ current 
directors owned stock in both corporations and were 
on the board of directors of each. Yeats utilized its 
ownership control to elect the remaining members of 
the board of directors and its own slate of officers for 
Click. Click and Yeats are manufacturers of goods 
which are in competition with each other throughout 
the United States. Since Yeats acquired control of 
Click, Yeats’ percentage share of the nationwide 
market has remained relatively stable. However, Yeats 
and Click each by agreement have ceased marketing 
in certain geographical territories where it is more ad­
vantageous for the other to sell. Which of the following 
statements applies to the above situation?
a. There is nothing in the facts as revealed 
above which would constitute a violation of 
the federal antitrust laws.
  b. The interlocking directorate is not illegal 
because less than 50% of the Click stock is 
owned by Yeats.
c. The interlocking directorate is a clear viola­
tion of the federal antitrust laws.
d. There is no current violation of the federal 
antitrust law because there has been no 
marked improvement in the competitive 
position of Yeats or Click.
8. The four largest manufacturers in their industry 
have had a combined share of the market in excess of 
80% each year for several years. As members of a 
trade association, certain officers of these corporations 
meet periodically to discuss various topics of mutual 
interest. Matters discussed include engineering de­
sign, production methods, product costs, market 
shares, merchandising policy, and inventory levels. 
Open discussion of pricing is scrupulously avoided. 
However, the representatives usually see each other 
after the association meetings and pricing is frequently 
discussed. These representatives have maintained 
prices in accordance with an informal oral agreement 
terminable at will by any company wishing to with­
draw. They have never reduced their agreement to a 
written document or memorandum. The four corpo­
rations compete with each other in interstate com­
merce. Which of the following applies?
a. The members of the trade association may 
validly appoint the trade association as their 
representative to set minimum prices.
b. If the trade association suggested it, the 
distributors of the four corporations may 
legally enter an agreement among them­
selves to follow the industry leader’s pricing 
policy.
c. The trade association could legally allocate 
marketing areas among its members.
d. The four corporations have illegally entered 
into a price maintenance agreement among 
themselves.
9. Super Sports, Inc., sells branded sporting goods 
and equipment throughout the United States. It sells 
to wholesalers, jobbers, and retailers who in turn re­
sell the goods to their respective customers. The whole­
salers and jobbers, who do not sell at retail, are charged 
lower prices than retailers, but are required to purchase 
in larger quantities than retailers with the cost savings 
inherent in such purchases accounting for the lower 
prices. The retailers are all charged the same prices 
but receive discounts for quantity purchases based 
exclusively upon the cost savings resulting from such 
quantity purchases. Girard, one of Super’s retail cus­
tomers, has demanded discounts comparable to those 
available to the wholesalers and jobbers in its vicinity. 
Super has refused to acquiesce in this demand. There­
fore, Girard sues Super alleging an illegal price dis­
crimination in violation of the Robinson-Patman Act. 
Which defense by Super listed below will be most likely 
to prevail?
a. Girard does not have the right to sue under 
the Robinson-Patman Act.
b. The discounts are functional, that is, Super’s 
wholesalers and jobbers do not compete 
with retailers such as Girard.
c. Super does not have the requisite intent to 
discriminate among its purchasers.
d. The prices Super charges are reasonable, 
and its profit margins are low.
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10. Futterman operated a cotton factory and employ­
ed Marra as a general purchasing agent to travel 
through the southern states to purchase cotton. 
Futterman telegraphed Marra instructions from day 
to day as to the price to be paid for cotton. Marra 
entered a cotton district in which she had not previously 
done business and represented that she was purchasing 
cotton for Futterman. Although directed by Futterman 
to pay no more than 25 cents a pound, Marra bought 
cotton from Anderson at 30 cents a pound, which was 
the prevailing offering price at that time. Futterman 
refused to take the cotton. Under these circumstances, 
which of the following is correct?
a. The negation of actual authority to make the 
purchase effectively eliminates any liability 
for Futterman.
b. Futterman is not liable on the contract.
c. Marra has no potential liability.
d. Futterman is liable on the contract.
11. Under the Securities Act of 1933, which of the 
following is the most important criterion to determine 
whether a private placement to a limited number of 
persons or a public offering has been made?
a. The size of the issuing corporation.
b. The type of security being offered.
c. The prompt resale of the securities by the 
purchasers.
d. The participating purchasers have signed 
an investment letter.
12. The Diablo Oven Company entered into agree­
ments with retail merchants whereby they agreed not 
to sell beneath Diablo’s minimum “ suggested” retail 
price of $85 in exchange for Diablo’s agreeing not to 
sell its ovens at retail in their respective territories. 
The agreement does not preclude the retail merchants 
from selling competing ovens. What is the legal status 
of the agreement?
a. It is legal if the product is a trade name or 
trademarked item.
b. It is legal if the power to fix maximum prices 
is not relinquished.
c. It is illegal unless it can be shown that the 
parties to the agreement were preventing 
cutthroat competition.
d. It is illegal even though the price fixed is 
reasonable.
13. Potter orally engaged Arthur as a salesman on 
Ap ril 5, 1978, for exactly one year commencing on 
May 1, 1978. Which of the following is correct insofar 
as the parties are concerned?
a. If Arthur refuses to perform and takes an­
other job on April 14, 1978, he will not be 
liable if he pleads the statute of frauds.
b. The contract need not be in writing since 
its duration is exactly one year.
c. Potter may obtain the remedy of specific 
performance if Arthur refuses to perform.
d. The parol evidence rule applies.
14. Wexford Furniture, Inc., is in the retail furniture 
business and has stores located in principal cities in 
the United States. Its designers created a unique cock­
tail table. After obtaining prices and schedules, 
Wexford ordered 2,000 tables to be made to its design 
and specifications for sale as a part of its annual spring 
sales promotion campaign. Which of the following 
represents the earliest time Wexford will have an in­
surable interest in the tables?
a. At the time the goods are in Wexford’s 
possession.
b. Upon shipment of conforming goods by the 
seller.
c. When the goods are marked or otherwise 
designated by the seller as the goods to which 
the contract refers.
d. At the time the contract is made.
15. Milbank undertook to stage a production of a 
well-known play. He wired Lucia, a famous actress, 
offering her the lead in the play at $2,000 per week 
for six weeks from the specified opening night plus 
$1,000 for a week of rehearsal prior to opening. The 
telegram also said, “ Offer ends in three days.” Lucia 
wired an acceptance the same day she received it. 
The telegram acceptance was temporarily misplaced 
by the telegraph company and did not arrive until five 
days after its dispatch. Milbank, not hearing from 
Lucia, assumed she had declined and abandoned the 
production. Which of the following is correct if Lucia 
sues Milbank?
a. The contract was automatically terminated 
when Milbank decided not to proceed.
b. Lucia has entered into a valid contract and 
is entitled to recover damages if Milbank 
fails to honor it.
c. Lucia may not take any other engagement 
for the period involved if she wishes to 
recover.
d. Milbank is excused from any liability since 
his action was reasonable under the circum­
stances.
16. Higgins orally contracted to pay $3,500 to Clark 
for $4,000 of thirty-day accounts receivable that arose 
in the course of Clark’s office equipment leasing busi­
ness. Higgins subsequently paid the $3,500. What 
is the legal status of this contract?
a. The contract is unenforceable by Higgins 
since the statute of frauds requirement has 
not been satisfied.
b. If Higgins failed to notify the debtors whose 
accounts were purchased, they will, upon 
payment in good faith to Clark, have no 
liability to Higgins.
c. The contract in question is illegal because 
it violates the usury laws.
d. Higgins will be able to collect against the 
debtors free of the usual defenses which 
would be assertable against Clark.
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17. Adams Company purchased a factory and ware­
house from Martinson for $150,000. Adams obtained 
a $100,000 real estate mortgage loan from a local bank 
and was required by the lender to pay for the cost of 
title insurance covering the bank’s interest in the prop­
erty. In addition, Adams was required to obtain fire 
insurance sufficient to protect the bank against loss 
due to fire. The co-insurance factor has been satisfied. 
Under these circumstances, which of the following is 
correct?
a. Adams can purchase only $50,000 of title 
insurance since it already obtained a $100,000 
title policy for the bank equal to the bank 
loan.
b. The bank could not have independently ob­
tained a fire insurance policy on the property 
because Adams has legal title.
c. If Adams obtained a $150,000 fire insurance 
policy which covered its interest and the 
bank’s interest in the property and there is 
an estimated $50,000 of fire loss, the insurer 
will typically be obligated to pay the owner 
and the bank the amounts equal to their 
respective interests as they may appear.
d. If Adams obtained a $100,000 fire insurance 
policy covering the bank’s interest and 
$150,000 covering his own interest, each 
would obtain these amounts upon total de­
struction of the property.
18. Mario is seeking to collect on a property insurance 
policy covering certain described property which was 
destroyed. The insurer has denied recovery based 
upon Mario’s alleged lack of an insurable interest in 
the property. In which of the situations described 
below will the insurance company prevail?
a. The insured property does not belong to 
Mario, but instead to a corporation which 
he controls.
b. Mario is not the owner of the insured property 
but a mere long-term lessee.
c. The insured property belongs to a general 
trade debtor of Mario and the debt is un­
secured.
d. The property had been willed to Mario’s 
father for life and, upon his father’s death, 
to Mario as the remainderman.
19. Normally, the offer initiates the process by which 
a contract is created. Therefore, the offer is critical 
insofar as satisfying basic contract law requirements. 
Which of the following statements is incorrect?
a. The offer may only be expressed in words.
b. The offer must be communicated to the other 
party.
c. The offer must be certain enough to deter­
mine the liability of the parties.
d. The offer must be accepted by the other 
party.
20. Peters leased a restaurant from Brady with all 
furnishings and fixtures for a period of five years with 
an option to renew for two additional years. Peters 
made several structural improvements and modifica­
tions to the interior of the building. He obtained a fire 
insurance policy for his own benefit insuring his in­
terest in the property for $25,000. The restaurant was 
totally destroyed by an accidental fire. Peters seeks 
recovery from his insurer. Subject to policy limits, 
which of the following is correct?
a. Peters is entitled to recover damages to the 
extent of the value of his leasehold interest.
b. Peters is entitled to recover for lost profits 
due to the fire even though the policy is silent 
on the point.
c. Peters must first seek redress from the owner 
before he is entitled to recover.
d. Peters will not recover because he lacks the 
requisite insurable interest in the property.
21. Ames and Bates have agreed that Bates will sell 
a parcel of land to Ames for $10,000 if the land is re­
zoned from residential to industrial use within six 
months of the agreement. Bates agreed to use his best 
efforts to obtain the rezoning, and Ames agreed to 
make a $2,000 good-faith deposit with Bates two weeks 
after the date of the agreement. What is the status of 
this agreement?
a. No contract results because the event is 
contingent.
b. The agreement is probably unenforceable 
because Bates would be required to attempt 
to influence governmental action.
c. The parties have entered into a bilateral 
contract subject to a condition.
d. Ames is not obligated to make the deposit 
at the agreed time even though Bates has by 
then made an effort to procure a rezoning.
22. The Johnson Corporation sent its only pump to 
the manufacturer to be repaired. It engaged Travis, 
a local trucking company, both to deliver the equip­
ment to the manufacturer and to redeliver it to Johnson 
promptly upon completion of the repair. Johnson’s 
entire plant was inoperative without this pump, but 
the trucking company did not know this. The trucking 
company delayed several days in its delivery of the 
repaired pump to Johnson. During the time it expected 
to be without the pump, Johnson incurred $5,000 in 
lost profits. At the end of that time Johnson rented a 
replacement pump at a cost of $200 per day. As a result 
of these facts, what is Johnson entitled to recover from 
Travis?
a. The $200 a day cost incurred in renting the 
pump.
b. The $200 a day cost incurred in renting the 
pump plus the lost profits.
c. Actual damages plus punitive damages.
d. Nothing because Travis is not liable for 
damages.
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23. Robert Cunningham owns a shop in which he 
repairs electrical appliances. Three months ago 
Electrical Supply Company sold Cunningham, on 
credit, a machine for testing electrical appliances and 
obtained a perfected security interest at that time to 
secure payment of the balance due. Cunningham’s 
creditors have now filed an involuntary petition in 
bankruptcy against him. What is the status of Electrical 
Supply?
a. Electrical Supply is a secured creditor that 
has the right, if not paid, to assert its rights 
against the machine sold to Cunningham to 
enforce its claim.
b. Electrical Supply must surrender its per­
fected security interest to the trustee in bank­
ruptcy and share as a general creditor of the 
bankrupt’s estate.
c. Electrical Supply’s perfected security interest 
constitutes a preference and is voidable.
d. Electrical Supply must elect to resort ex­
clusively to its secured interest or to relin­
quish it and obtain the same share as a 
general creditor.
24. A client has joined other creditors of the Ajax 
Demolition Company in a composition agreement seek­
ing to avoid the necessity of a bankruptcy proceeding 
against Ajax. Which statement describes the compo­
sition agreement?
a. It provides for the appointment of a receiver 
to take over and operate the debtor’s busi­
ness.
b. It must be approved by all creditors.
c. It does not discharge any of the debts in­
cluded until performance by the debtor has 
taken place.
d. It provides a temporary delay, not to ex­
ceed six months, insofar as the debtor’s 
obligation to repay the debts included in the 
composition.
25. On January 10, 1978, Edwards gave Cantrell a 
mortgage on his office building to secure a past-due 
$40,000 obligation which he owed Cantrell. Cantrell 
promptly recorded the mortgage. On March 15, 1978, 
a petition in bankruptcy was filed against Edwards. 
Simpson, the trustee in bankruptcy, desires to prevent 
Cantrell from qualifying as a secured creditor. In seek­
ing to set aside the mortgage, which of the following 
statements is correct?
a. The mortgage cannot be set aside since it 
is a real property mortgage and recorded.
b. Even if the mortgage is set aside, Cantrell 
has a priority in respect to the office building.
c. The mortgage can only be set aside if the 
mortgage conveyance was fraudulent.
d. The mortgage can be set aside if it was taken 
with knowledge of the fact that Edwards was 
insolvent in the bankruptcy sense.
26. Franklin engaged in extensive negotiations with 
Harlow in connection with the proposed purchase of 
Harlow’s factory building. Which of the following 
must Franklin satisfy to establish a binding contract 
for the purchase of the property in question?
a. Franklin must obtain an agreement signed 
by both parties.
b. Franklin must obtain a formal, detailed, all- 
inclusive document.
c. Franklin must pay some earnest money at 
the time of final agreement.
d. Franklin must have a writing signed by 
Harlow which states the essential terms of 
the understanding.
27. Olson conveyed real property to his sons, 
Sampson and David, but the deed was ambiguous as 
to the type of estate created and the interest each son 
had in relation to the other. David died intestate shortly 
after Olson. David’s widow and children are contend­
ing that they have rights in the property. Which of the 
following would be the widow’s and children’s best 
argument to claim valid rights in the real property?
a. The conveyance by Olson created a life estate 
in Sampson with a contingent remainder in­
terest in David.
b. The conveyance by Olson created a joint 
tenancy with a right of survivorship.
c. The conveyance by Olson created a tenancy 
in common.
d. The widow is entitled to her statutory share.
28. Lutz sold his moving and warehouse business, 
including all the personal and real property used there­
in, to Arlen Van Lines, Inc. The real property was en­
cumbered by a duly-recorded $300,000 first mortgage 
upon which Lutz was personally liable. Arlen acquired 
the property subject to the mortgage but did not as­
sume the mortgage. Two years later, when the out­
standing mortgage was $260,000, Arlen decided to 
aban don the business location because it had become 
unprofitable and the value of the real property was 
less than the outstanding mortgage. Arlen moved to 
another location and refused to pay the installments 
due on the mortgage. What is the legal status of the 
parties in regard to the mortgage?
a. Lutz must satisfy the mortgage debt in the 
event that foreclosure yields an amount less 
than the unpaid balance.
b. If Lutz pays off the mortgage, he will be able 
to successfully sue Arlen because Lutz is 
subrogated to the mortgagee’s rights against 
Arlen.
c. Arlen took the real property free of the 
mortgage.
d. Arlen breached its contract with Lutz when 
it abandoned the location and defaulted on 
the mortgage.
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29. Donaldson, Inc., loaned Watson Enterprises 
$50,000 secured by a real estate mortgage which in­
cluded the land, buildings, and “ all other property 
which is added to the real property or which is con­
sidered as real property as a matter of law.” Star 
Company also loaned Watson $25,000 and obtained 
a security interest in all of Watson’s “ inventory, ac­
counts receivable, fixtures, and other tangible per­
sonal property.’’ There is insufficient property to 
satisfy the two creditors. Consequently, Donaldson 
is attempting to include all property possible under 
the terms and scope of its real property mortgage. 
If Donaldson is successful in this regard, then Star 
will receive a lesser amount in satisfaction of its claim. 
What is the probable outcome of Donaldson’s action?
a. Donaldson will not prevail if the property 
in question is detachable trade fixtures.
b. Donaldson will prevail if Star failed to file 
a financing statement.
c. Donaldson will prevail if it was the first lender 
and duly filed its real property mortgage.
d. The problem will be decided by taking all 
of Watson’s property (real and personal) 
subject to the two secured creditors’ claims 
and dividing it in proportion to the respec­
tive debts.
30. Harris is the trustee named in Filmore’s trust. 
The trust named Filmore as the life beneficiary, re­
mainder to his children at age 21. The trust consists 
of stocks, bonds, and three pieces of rental income 
property. Which of the following statements best de­
scribes the trustee’s legal relationships or duties?
a. The trustee has legal and equitable title to 
the rental property.
b. The trustee must automatically reinvest the 
proceeds from the sale of one of the rental 
properties in like property.
c. The trustee is a fiduciary with respect to 
the trust and the beneficiaries.
d. The trustee must divide among all the bene­
ficiaries any insurance proceeds received 
in the event the real property is destroyed.
31. In connection with the audit of Fiske & Company, 
you found it necessary to examine a deed to certain 
property owned by the client. In this connection, which 
of the following statements is correct?
a. A deed purporting to convey real property, 
but which omits the day of the month, is in­
valid.
b. A deed which lacks the signature of the 
grantor is valid.
c. A quitclaim deed which purports to transfer 
to the grantee “whatever title the grantor 
has’’ is invalid.
d. A deed which purports to convey real prop­
erty and recites a consideration of $1 and 
other valuable consideration is valid.
32. You are setting up the accounts for Barkum 
Enterprises, which operates a retail novelties business. 
Barkum wants all true liabilities shown. He recently 
received a discharge in bankruptcy, but the following 
proved claims were unpaid because of lack of funds. 
Which would you consider to be a claim against him 
and his new venture?
a. The unpaid amount owed to a secured credi­
tor who received less than the full amount 
after resorting to his security interest.
b. The unpaid amounts owed to his trade sup­
pliers for goods sold by him in the ordinary 
course of his prior business.
c. A personal loan by his father made in an 
attempt to stave off bankruptcy.
  d. The unpaid amount on the claim of a creditor 
who extended credit on the strength of a 
fraudulent financial statement.
33. Kilgore created an irrevocable fifteen-year trust 
for the benefit of his minor children. At the end of the 
fifteen years, the principal (corpus) reverts to Kilgore. 
Kilgore named the Reliable Trust Company as trustee 
and provided that Reliable would serve without the 
necessity of posting a bond. In understanding the trust 
and rules applicable to it, which of the following is 
correct?
a. The trust is not a separate legal entity for 
federal tax purposes.
b. The facts indicate that the trust is a separate 
legal entity for both tax and non-tax pur­
poses.
c. Kilgore may revoke the trust after eleven 
years, since he created it, and the principal 
reverts to him at the expiration of the fifteen 
years.
d. If Kilgore dies ten years after creation of 
the trust, it is automatically revoked and 
the property is distributed to the benefici­
aries of his trust upon their attaining age 21.
34. Fifteen years ago Madison executed a valid will. 
He named his son, Walker, as the executor of his will 
and left two thirds of his estate to his wife and the 
balance equally to his children. Madison is now dead 
and the approximate size of his estate is one million 
dollars. Which of the following statements is correct?
a. The will is invalid because it was executed 
at a time which is beyond the general statute 
of limitations.
b. The estate is not recognized as a taxable 
entity for tax purposes.
c. All the property bequeathed to his wife will 
be excluded from the decedent’s estate for 
federal estate tax purposes.
d. Walker must, in addition to being named 
in the will, be appointed or approved by 
the appropriate state court to serve as the 
executor.
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35. Hacker is considering the creation of either a 
lifetime (intervivos) or testamentary (by his will) trust. 
In deciding what to do, which of the following state­
ments is correct?
a. An intervivos trust must meet the same 
legal requirements as one created by a will.
b. Property transferred to a testamentary trust 
upon the grantor’s (creator’s) death is not 
included in the decedent’s gross estate for 
federal tax purposes.
c. Hacker can retain the power to revoke an 
intervivos trust.
d. If the trust is an intervivos trust, the trustee 
must file papers in the appropriate state 
office roughly similar to those required to be 
filed by a corporation.
36. Cutler sent Foster the following offer by mail:
“ I offer you 150 Rex portable electric type­
writers, model J-1, at $65 per typewriter, 
F.O.B. your truck at my warehouse, terms 
2/10, net/30. I am closing out this model, 
hence the substantial discount. Accept all 
or none. (signed) Cutler”
Foster immediately wired back:
‘‘I accept your offer re the Rex electric type­
writers, but will use Blue Express Company 
for the pickup, at my expense of course. In 
addition, if possible, could you have the ship­
ment ready by Tuesday at 10:00 AM because 
of the holidays? (signed) Foster”
Based on the above correspondence, what is the status 
of Foster’s acceptance?
a. It is not valid because it states both additional 
and different terms than those contained in 
the offer.
b. It represents a counteroffer which will be­
come a valid acceptance if not negated by 
Cutler within 10 days.
c. It is valid but will not be effective until re­
ceived by Cutler.
d. It is valid upon dispatch despite the fact it 
states both additional and different terms 
than those contained in the offer.
37. Wilcox Manufacturing repudiated its contract 
to sell 100 radios to Ready Stores, Inc. What recourse 
does Ready Stores have?
a. It can obtain specific performance by the 
seller.
b. It can recover punitive damages.
c. It can “ cover” , that is, procure the goods 
elsewhere and recover any damages.
d. It must await the seller’s performance for 
a commercially reasonable time after repudi­
ation if it wishes to recover anything.
38. Haworth Discount Stores mailed its order to Eagle 
Recordings, Inc., for 100 eight-track cassette record­
ings of “ Swan Songs” by the Paginations at $5.50 
per cassette. Eagle promptly wired its acceptance, 
delivery to take place within two weeks from date of 
Haworth’s order and terms of net 30 days. Before de­
livery was made by Eagle, the retail price of this record­
ing by the Paginations fell to $4.95. Haworth informed 
Eagle of this and pleaded with Eagle, “because we 
have been good customers, give us a break by either 
reducing the price of $4.95 so we can break even or by 
allowing us to cancel the order.” Eagle’s sales manager 
called Haworth the next day and informed them that 
the price would be $4.95 per cassette, not the price 
that appeared on the original invoice. Which of the 
following is correct insofar as the modification of the 
initial Haworth-Eagle contract?
a. The modification is invalid due to lack of 
consideration.
b. The modification is voidable by Eagle at any 
time prior to shipment of the 100 cassettes.
c. The modification must be written and signed 
by the parties to be valid if there is no con­
sideration given for the reduced price.
d. The modification need not satisfy the statute 
of frauds.
39. Badger Corporation sold goods to Watson. 
Watson has arbitrarily refused to pay the purchase 
price. Under what circumstances will Badger not be 
able to recover the price if it seeks this remedy instead 
of other possible remedies?
a. If Watson refused to accept delivery and 
the goods were resold in the ordinary course 
of business.
b. If Watson accepted the goods but seeks to 
return them.
c. If the goods sold were destroyed shortly 
after the risk of loss passed to the buyer.
d. If the goods were identified to the contract 
and Badger made a reasonable effort to re­
sell them at a reasonable price but was un­
able to do so.
40. Viscount Appliances sold Conway a refrigerator. 
Viscount wishes to disclaim the implied warranty of 
fitness for a particular purpose. Which of the following 
will effectively disclaim this warranty?
a. The fact that the refrigerator is widely ad­
vertised and was sold under its brand name.
b. A conspicuous written statement which states 
that “ any and all warranty protection is 
hereby disclaimed.”
c. A conspicuous written statement indicating 
that “ there are no warranties which extend 
beyond the description contained in the con­
tract of sale.”
d. An inconspicuous written statement which 
specifically negates the warranty.
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41. Devoid Manufacturing, Inc., entered into a con­
tract for the sale to Hillary Company of 2,000 solid-state 
CB radios at $27.50 each, terms 2/10, N/30, F.O.B. 
Hillary’s loading platform. After delivery of the first 
500 radios, a minor defect was discovered. Although 
the defect was minor, Hillary incurred costs to correct 
the defect. Hillary sent Devoid a signed memorandum 
indicating that it would relinquish its right to recover 
the costs to correct the defect, provided that the 
balance of the radios were in conformity with the terms 
of the contract and the delivery dates were strictly 
adhered to. Devoid met these conditions. Shortly before 
the last shipment of radios arrived, a dispute between 
the parties arose over an unrelated matter. Hillary 
notified Devoid that it was not bound by the prior 
generous agreement and would sue Devoid for dam­
ages unless Devoid promptly reimbursed Hillary. In 
the event of litigation, what would be the result and 
the basis upon which the litigation would be decided?
a. Devoid will lose in that Hillary’s relinquish­
ment of its rights was not supported by a 
consideration.
b. Devoid will win in that the defect was minor 
and the substantial performance doctrine 
applies.
c. Hillary will lose in that the communication 
constituted a waiver of Hillary’s rights.
d. Hillary will win in that there was a failure 
to perform the contract, and Hillary suffered 
damages as a result.
42. Hendrickson is a well-known author of popular 
detective stories, plays, and film scripts for which he 
obtained copyrights. As a result of some major declines 
in the values of certain risk ventures to which he was 
financially committed, he found himself hard-pressed 
for cash. Consequently, he decided to assign one of 
his copyrights on an earlier play to Eureka Enterprises. 
After protracted and often heated negotiations, 
Hendrickson and Eureka arrived at an oral agreement 
whereby Hendrickson would transfer to Eureka the 
copyright for $4,800. Prior to the actual transfer, one 
of Hendrickson’s investments paid off spectacularly 
and he refused to transfer the copyright to Eureka, 
alleging the contract to be null and void or at least 
voidable for several reasons. In light of the circum­
stances, which of the following is correct?
a. If Hendrickson had received a memorandum 
of the agreement which would bind Eureka 
and has not objected to it, he is bound.
b. Unless Eureka gave Hendrickson some 
earnest money at the time of the oral under­
standing, the contract is invalid.
c. The contract is voidable by Hendrickson if 
he pleads the statute of frauds.
d. The contract is null and void in that 
Hendrickson was under extreme mental 
stress and financial hardship at the time he 
made the agreement.
43. Wilson Corporation entered into a contract to 
sell goods to Marvin who has a place of business in 
the same town as Wilson. The contract was clear with 
respect to price and quantity, but failed to designate 
the place of delivery. Which of the following state­
ments is correct?
a. The contract is unenforceable because of 
indefiniteness.
b. The place for delivery must be designated 
by the parties within five days or the con­
tract is voidable.
c. The seller’s place of business is the proper 
place for delivery.
d. The buyer’s place of business is the proper 
place for delivery.
44. Bonnie Brook Wholesalers ordered 10,000 five- 
pound bags of standard granulated household sugar 
from Crane Sugar Plantations, Inc., for delivery within 
two months. Crane underestimated its existing back­
log of orders and overestimated its inventory. As a 
result Crane found that it would be either unable or 
extremely hard-pressed to fill the order on time. Con­
sequently, Crane assigned the contract to Devon 
Sugars, Inc., a smaller local producer and jobber, and 
paid Devon $200. Midway through the performance 
Devon defaulted because one of its suppliers’ ware­
houses was destroyed by fire. Bonnie seeks to recover 
damages for breach of contract from both Crane and 
Devon. In the event of litigation, which of the following 
statements is correct?
a. The unforeseen fire which destroyed the sup­
plier’s warehouse negates any liability on 
Devon’s part.
b. Devon will prevail because Devon has no 
contractual duty to Bonnie.
c. Bonnie will not prevail against either Crane 
or Devon unless Bonnie first exhausts its 
rights against the supplier whose warehouse 
was destroyed.
d. Bonnie will prevail against either Crane or 
Devon but will be entitled to only one re­
covery.
45. Filbert is the surety on a loan made by Holmes to 
Watson. Which statement describes Filbert’s legal 
relationship or status among the respective parties?
a. Filbert is a fiduciary insofar as Holmes is 
concerned.
b. As between Watson and Filbert, Filbert has 
the ultimate liability.
c. Filbert is not liable immediately upon default 
by Watson, unless the agreement so pro­
vides.
  d. Upon default by Watson and payment by 
Filbert, Filbert is entitled to subrogation to 
the rights of Holmes or to obtain reimburse­
ment from Watson.
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46. Safety Surety Company, Inc., issued a surety 
bond for value received which guaranteed: (1) com­
pletion of a construction contract Poe had made with 
Cairns and (2) payment by Poe of his workmen. Poe 
defaulted and did not complete the contract. The 
workers were not paid for their last week's work. Poe 
had in fact become insolvent, and a petition in bank­
ruptcy was filed two months after the issuance of the 
bond. What is the effect upon Safety as a result of the 
above events?
  a. If Safety pays the workers in full, it is en­
titled to the same priority in the bankruptcy 
proceedings that the workers would have 
had.
b. If Safety pays damages to Cairns as a result 
of default on the contract, Safety is entitled 
to recover in the bankruptcy proceedings the 
entire amount it paid prior to the payment 
of the general creditors of Poe.
c. If Safety has another separate claim against 
Cairns, Safety may not set it off against any 
rights Cairns may have under this contract.
d. As a compensated surety, Safety would be 
discharged by Poe’s bankruptcy.
47. Barnaby is an employee of the Excelsior Manu­
facturing Company, a multi-state manufacturer of toys. 
The plant in which he works is unionized and Barnaby 
is a dues paying member. Which statement is correct 
insofar as the Federal Fair Labor Standards Act is 
concerned?
a. Excelsior is permitted to pay less than the 
minimum wage to employees since they are 
represented by a bona fide union.
b. The act allows a piece-rate method to be em­
ployed in lieu of the hourly rate method where 
appropriate.
c. The act excludes from its coverage the em­
ployees of a labor union.
d. The act sets the maximum number of hours 
that an employee can work in a given day or
  week.
48. Jones has filed a claim with the appropriate 
Workmen’s Compensation Board against the Atlas 
Metal & Magnet Company. Atlas denies liability under 
the State Workmen’s Compensation Act. In which of 
the following situations will Jones recover from Atlas 
or its insurer?
a. Jones intentionally caused an injury to 
himself.
b. Jones is an independent contractor.
c. Jones is basing the claim upon a disease 
unrelated to the employment.
d. Jones and another employee of Atlas were 
grossly negligent in connection with their 
employment, resulting in injury to Jones.
49. Gladstone Warehousing, Inc., is an independ­
ent bonded warehouse company. It issued a warehouse 
receipt for 10,000 bales of cotton belonging to Travis. 
The word “ NEGOTIABLE” was conspicuously printed 
on the warehouse receipt it issued to Travis. The ware­
house receipt also contained a statement in large, clear 
print that the cotton would only be surrendered upon 
return of the receipt and payment of all storage fees. 
Travis was a prominent plantation owner engaged in 
the cotton growing business. Travis pledged the ware­
house receipt with Southern National Bank in exchange 
for a $50,000 personal loan. A financing statement was 
not filed. Under the circumstances, which of the follow­
ing is correct?
a. Travis’ business creditors cannot obtain the 
warehouse receipt from Southern National 
unless they repay Travis’ outstanding loan.
b. The bank does not have a perfected security 
interest in the cotton since it did not file a 
financing statement.
c. Travis’ personal creditors have first claim, 
superior to all other parties, to the cotton in 
question because the loan was a personal 
loan and constituted a fraud upon the per­
sonal creditors.
d. The fact that the word “NEGOTIABLE” and 
the statement regarding the return of the 
receipt were conspicuously printed upon the 
receipt is not binding upon anyone except 
Travis.
50. Vega Manufacturing, Inc., manufactures and sells 
hi-fi systems and components to the trade and at re­
tail. Repossession is frequently made from customers 
who are in default. Which of the following statements 
is correct concerning the rights of the defaulting 
debtors who have had property repossessed by 
Vega?
a. Vega has the right to retain all the goods 
repossessed as long as it gives notice and 
cancels the debt.
b. It is unimportant whether the goods re­
possessed are defined as consumer goods, 
inventory, or something else in respect to 
the debtor’s rights upon repossession.
c. If the defaulting debtor voluntarily signs a 
statement renouncing his rights in the col­
lateral, the creditor must nevertheless resell 
them for the debtor’s benefit.
d. If a debtor has paid sixty percent or more 
of the purchase price of consumer goods 
in satisfaction of a purchase money security 
interest, the debtor has the right to have 
the creditor dispose of the goods.
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Part a. Your CPA firm was engaged to audit 
the Meglo Corporation. During the audit you examined 
the following instrument:
Number 2 (Estimated time------25 to 30 minutes)
April 2 ,  1977
Charles Noreen 
21 West 21st Street 
St. Louis, Missouri
I, Charles Noreen, do hereby promise to pay 
to Roger Smith, Two Thousand Dollars 
($2,000) one year from date, with 8% in­
terest upon due presentment.
FOR: Payment for used IBM typewriters.
 
Meglo purchased the instrument from Smith on 
April 10, 1977, for $1,700. Meglo received the instru­
ment with Smith’s signature and the words “ Pay to 
the order of Meglo Corporation’’ on the back. Upon 
maturity, Meglo presented the instrument to Noreen, 
who refused to pay. Noreen alleged that the typewriters 
were defective and did not satisfy certain warranties 
given in connection with the purchase of the used IBM 
typewriters which were guaranteed for one year. 
Noreen had promptly notified Smith of this fact and 
had told him he would not pay the full amount due.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Is the instrument in question negotiable com­
mercial paper?
2. Assuming that the instrument is negotiable, 
does Meglo qualify as a holder in due course entitled 
to collect the full $2,000?
3. Assuming that the instrument is negotiable, 
is Noreen’s defense valid against a holder in due 
course?
4. Assuming that the instrument is nonnego­
tiable, what is the legal effect of the transfer by Smith 
to Meglo?
Part b. Marvin Farber cashed a check for Harold 
Kern which was made to the order of Charles Walker 
by Marglow Investments & Securities. The check had 
the following indorsements on the back:
1.  
2. without recourse
3. Pay to the order of Harold Kern
4. Pay to the order of Marvin Farber
Kern neglected to sign his indorsement when he 
gave the check to Farber, and Farber did not notice 
this until the following day. Before Farber could locate 
Kern and obtain his signature, Farber learned that 
Walker had fraudulently obtained the check from 
Marglow (the drawer). Farber finally located Kem 
and obtained his signature. Farber promptly indorsed 
the check in blank and cashed it at National Bank. 
National Bank presented the check for payment 
through normal banking channels, but it was dishonor­
ed by Marglow’s bank pursuant to a valid stop order. 
National Bank contacted Farber and informed him 
of the situation. Farber repaid the amount and the 
check was returned to him with National Bank’s blank 
indorsement on the back.
Required: Answer the following, setting forth
for any conclusions stated.
reasons
1. Identify the type of indorsement and indicate 
the liability for each indorsement numbered 1, 2, and 3 
above.
2. Will Farber prevail in a legal action seeking 
payment of the check by Marglow?
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Part a. A CPA firm was engaged to examine the 
financial statements of Martin Manufacturing Corpo­
ration for the year ending December 31 , 1977. The facts 
revealed that Martin was in need of cash to continue its 
operations and agreed to sell its common stock invest­
ment in a subsidiary through a private placement. The 
buyers insisted that the proceeds be placed in escrow 
because of the possibility of a major contingent tax 
liability that might result from a pending government 
claim. The payment in escrow was completed in late 
November 1977. The president of Martin told the audit 
partner that the proceeds from the sale of the subsidi­
ary’s common stock, held in escrow, should be shown 
on the balance sheet as an unrestricted current account 
receivable. The president was of the opinion that the 
government’s claim was groundless and that Martin 
needed an “ uncluttered” balance sheet and a “ clean” 
auditor’s opinion to obtain additional working capital 
from lenders. The audit partner agreed with the presi­
dent and issued an unqualified opinion on the Martin 
financial statements which did not refer to the contin­
gent liability and did not properly describe the escrow 
arrangement.
The government’s claim proved to be valid, and 
pursuant to the agreement with the buyers, the pur­
chase price of the subsidiary was reduced by $450,000. 
This adverse development forced Martin into bank­
ruptcy. The CPA firm is being sued for deceit (fraud) by 
several of Martin’s unpaid creditors who extended 
credit in reliance upon the CPA firm’s unqualified 
opinion on Martin’s financial statements.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Based on these facts, can Martin’s unpaid credi­
tors recover from the CPA firm?
Part b. A CPA firm has been named as a defend­
ant in a class action by purchasers of the shares of 
stock of the Newly Corporation. The offering was a 
public offering of securities within the meaning of 
the Securities Act of 1933. The plaintiffs alleged that 
the firm was either negligent or fraudulent in connec­
tion with the preparation of the audited financial state­
ments which accompanied the registration statement 
filed with the SEC. Specifically, they allege that the 
CPA firm either intentionally disregarded, or failed 
to exercise reasonable care to discover, material facts 
which occurred subsequent to January 31, 1978, the 
date of the auditor’s report. The securities were sold 
to the public on March 16, 1978. The plaintiffs have 
subpoenaed copies of the CPA firm’s working papers. 
The CPA firm is considering refusing to relinquish
Number 3 (Estimated time------20 to 25 minutes) the papers, asserting that they contain privileged com­
munication between the CPA firm and its client. The 
CPA firm will, of course, defend on the merits irre­
spective of the questions regarding the working papers.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Can the CPA firm rightfully refuse to sur­
render its working papers?
2. Discuss the liability of the CPA firm in re­
spect to events which occur in the period between the 
date of the auditor’s report and the effective date of 
the public offering of the securities.
Number 4 (Estimated time----- 25 to 30 minutes)
Part a. Grace Dawson was actively engaged in 
the promotion of a new corporation to be known as 
Multifashion Frocks, Inc. On January 3, 1978, she ob­
tained written commitments for the purchase of shares 
totaling $600,000 from a group of 15 potential investors. 
She was also assured orally that she would be engaged 
as the president of the corporation upon the commence­
ment of business. Helen Banks was the principal inves­
tor, having subscribed to $300,000 of the shares of 
Multifashion. Dawson immediately began work on the 
incorporation of Multifashion, made several contracts 
for and on its behalf, and made cash expenditures of 
$1,000 in accomplishing these goals. On February 15, 
1978, Banks died and her estate has declined to honor 
the commitment to purchase the Multifashion shares. 
At the first shareholders’ meeting on April 5, 1978, the 
day the corporation came into existence, the share­
holders elected a board of directors. With shareholder 
approval, the board took the following actions:
1. Adopted some but not all of the contracts 
made by Dawson.
2. Authorized legal action, if necessary, 
against the Estate of Banks to enforce 
Banks’ $300,000 commitment.
3. Declined to engage Dawson in any 
capacity (Banks had been her main sup­
porter).
4. Agreed to pay Dawson $750 for those 
cash outlays which were deemed to be 
directly beneficial to the corporation and 
rejected the balance.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Discuss the legal implications of each of the above 
actions taken by the board of directors of Multifashion.
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Part b. Duval is the chairman of the board and 
president of Monolith Industries, Inc. He is also the 
largest individual shareholder, owning 40 percent of 
the shares outstanding. The corporation is publicly 
held, and there is a dissenting minority. In addition to 
his position with Monolith, Duval owns 85 percent of 
Variance Enterprises, a corporation created under the 
laws of the Bahamas. During 1977 Carlton, the presi­
dent of Apex Industries, Inc., approached Duval and 
suggested that a tax-free merger of Monolith and Apex 
made good sense to him and that he was prepared to 
recommend such a course of action to the Apex board 
and to the shareholders. Duval studied the proposal 
and decided that Apex was a most desirable candidate 
for acquisition. Duval informed the president of 
Variance about the overture, told him it was a real bar­
gain, and suggested that Variance pick it up for cash 
and notes. Not hearing from Duval or Monolith, Carlton 
accepted an offer from Variance and the business was 
sold to Variance. Several dissenting shareholders of 
Monolith learned the facts surrounding the Variance 
acquisition and have engaged counsel to represent 
them. The Variance acquisition of Apex proved to be 
highly profitable.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Discuss the rights of the dissenting Monolith 
shareholders and the probable outcome of a legal 
action by them.
Number 5 (Estimated time----- 15 to 20 minutes)
Part a. Millard rented office space in a building 
owned by Burbank. Millard was in the import-export 
business and was desperately in need of additional 
cash. Therefore, he decided to use Burbank’s name 
in conjunction with his own as if they were partners in 
order to obtain credit from several lenders. He placed 
a nameplate on his door with the legend “ Millard 
& Burbank’’ and had the same name listed on the 
directory in the lobby. In addition, he had business 
cards and stationery printed with the same title. Final­
ly, he placed an announcement in the local paper that 
Burbank had joined him in the newly-created partner­
ship of Millard & Burbank. Burbank’s rental agent 
saw the partnership name on the door, saw the listing 
in the lobby directory, and informed Burbank of the 
situation. Burbank read the notice in the local paper. 
In response to this misrepresentation, Burbank told 
his rental agent to remove the listing in the lobby and 
to tell Millard to stop the nonsense. These instruc­
tions were not followed. In the interim, Millard was 
negotiating a $10,000 loan with Easy Credit Corpo­
ration, one of the other tenants in the office building. 
Dunlop, one of Easy’s officers, had seen the “ partner­
ship” nameplate on Millard’s door, the listing in the 
lobby, and the notice in the paper. Therefore, based 
exclusively upon the credit standing of Burbank, the 
loan was made. Millard defaulted on the loan and is 
hopelessly insolvent. Easy demanded payment from 
Burbank who refused to pay and denied any liability 
as Millard’s partner.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Are Millard and Burbank partners in fact?
2. Under what legal theory could Easy prevail?
Part b. Idaho Mining & Minerals was formed 10 
years ago by five individuals as a general partnership. 
After several years of losses the partnership finally 
began to show a modest profit from its operations which 
has increased steadily. The current picture is one of 
justified optimism. The most recent year showed a 
profit in excess of $250,000, and realistic projections 
indicate profits in excess of $1 million within five years. 
The partners are considering incorporating the busi­
ness and going public sometime in the future. The part­
ners are concerned about the implications of incorpo­
rating from the standpoint of (1) their liability after 
incorporation, with particular emphasis on possible 
liability for claims against the corporation and pre­
existing claims against the partnership, and (2) the tax 
implications to them of a transfer of the business to a 
newly-created corporation.
Their concern is predicated upon the following 
facts. There is a significant lawsuit against the part­
nership which is believed to be baseless but which 
could nevertheless result in serious liability. Further­
more, the tax basis of their respective partnership 
interests is low in relation to the current fair market 
value of the partnership’s assets.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Explain the legal liability and implications 
of the proposed incorporation to the partners and the 
corporation.
2. What are the federal income tax implications 
to the partners as to recognition of gain or loss as a 
result of a transfer of the partnership assets to a newly- 
created corporation?
43
Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 5, 1978; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 .............................
No. 2 .............................
No. 3 .............................
No. 4 .............................
No. 5 .............................
No. 6 .............................
No. 7 .............................
Total.....................
Estimated Minutes 
Minimum Maximum
175
35 40
35 40
20 25
20 25
20 25
25 30
20 25
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
as indicating inefficiency in accounting work.)
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked;
Item
99. The recommended title for the financial statement 
which summarizes the results of operations is the
a. Earnings statement.
b. Statement of changes in financial condition.
c. Statement of sources and applications of 
funds.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
1. The concept of objectivity is complied with when 
an accounting transaction occurs that
a. Involves an arm’s-length transaction between 
two independent interests.
b. Furthers the objectives of the company.
c. Is promptly recorded in a fixed amount of 
dollars.
d. Allocates revenues or expense items in a 
rational and systematic manner.
2. When translating an amount for fixed assets 
shown on the statement of financial position of a foreign 
subsidiary, the appropriate rate of translation is the
a. Current exchange rate.
b. Average exchange rate for the current year.
c. Historical exchange rate.
d. Average exchange rate over the life of each 
fixed asset.
3. Generally, revenues should be recognized at a 
point when
a. Management decides it is appropriate to 
do so.
b. The product is available for sale to the ulti­
mate consumer.
c. An exchange has taken place and the earn­
ings process is virtually complete.
d. An order for a definite amount of merchan­
dise has been received for shipment FOB 
destination.
Number 1 (Estimated time----- 35 to 40 minutes) 4. In theory (disregarding any other marketplace 
variables) the proceeds from the sale of a bond will be 
equal to
a. The face amount of the bond.
b. The present value of the principal amount 
due at the end of the life of the bond plus the 
present value of the interest payments made 
during the life of the bond, each discounted 
at the prevailing market rate of interest.
c. The face amount of the bond plus the present 
value of the interest payments made during 
the life of the bond discounted at the pre­
vailing market rate of interest.
d. The sum of the face amount of the bond and 
the periodic interest payments.
5. Why are certain costs of doing business capital­
ized when incurred and then depreciated or amortized 
over subsequent accounting cycles?
a. To reduce the federal income tax liability.
b. To aid management in the decision-making 
process.
c. To match the costs of production with reve­
nues as earned.
d. To adhere to the accounting concept of con­
servatism.
6. Which of the following describes a change in 
reporting entity?
a. A company acquires a subsidiary that is to 
be accounted for as a purchase.
b. A manufacturing company expands its 
market from regional to nationwide.
c. A company acquires additional shares of an 
investee and changes from the equity method 
of accounting to consolidation of the sub­
sidiary.
d. A business combination is made using the 
pooling of interests method.
7. What accounting concept justifies the usage of 
accruals and deferrals?
a. Going concern.
b. Materiality.
c. Consistency.
d. Stable monetary unit.
8. Under what condition is it proper to recognize 
revenues prior to the sale of the merchandise?
a. When the concept of internal consistency 
(of amounts of revenue) must be complied 
with.
b. When the revenue is to be reported as an 
installment sale.
c. When the ultimate sale of the goods is at 
an assured sales price.
d. When management has a long-established 
policy to do so.
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9. What is the underlying concept that supports the 
immediate recognition of a loss?
a. Matching.
b. Consistency.
c. Judgment.
d. Conservatism.
10. A net unrealized loss on a company’s long-term 
portfolio of marketable equity securities should be re­
flected in the current financial statements as
a. An extraordinary item shown as a direct 
reduction from retained earnings.
b. A current loss resulting from holding market­
able equity securities.
c. A footnote or parenthetical disclosure only.
d. A valuation allowance and included in the 
equity section of the statement of financial 
position.
11. A net unrealized gain on a company’s long-term 
portfolio of marketable equity securities should be re­
flected in the current financial statements as
a. An extraordinary item shown as a direct 
increase to retained earnings.
b. A current gain resulting from holding market­
able equity securities.
c. A footnote or parenthetical disclosure only.
d. A valuation allowance and included in the 
equity section of the statement of financial 
position.  
12. In accordance with generally accepted accounting 
principles, which of the following methods of amorti­
zation is normally recommended for intangible assets?
a. Sum-of-the-years-digits.
b. Straight-line.
c. Units of production.
d. Double-declining balance.
13. The appropriate valuation of an operating lease 
on the statement of financial position of a lessee is
a. Zero.
b. The absolute sum of the lease payments.
c. The present value of the sum of the lease 
payments discounted at an appropriate rate.
d. The market value of the asset at the date of 
the inception of the lease.
14. With respect to the computation of earnings per 
share, which of the following would be most indicative 
of a simple capital structure?
a. Common stock, preferred stock, and con­
vertible securities outstanding in lots of even 
thousands.
b. Earnings derived from one primary line of 
business.
c. Ownership interests consisting solely of 
common stock.
d. Equity represented materially by liquid 
assets.
15. What are the three types of period costs that a 
lessee experiences with capital leases?
a. Lease expense, interest expense, amortiza­
tion expense.
b. Interest expense, amortization expense, 
executory costs.
Amortization expense, executory costs, lease 
expense.
d. Executory costs, interest expense, 
expense.
lease
16. Which of the following types of transactions or 
situations would preclude a company from accounting 
for a business combination as a pooling of interests?
a. Immediately after the combination, the 
acquiring corporation reacquires the stock 
issued to effect the combination.
b. The combined company sells assets that were 
acquired in the combination which represent 
duplicate facilities.
c. The acquiring corporation acquires only 
ninety percent of the voting common stock 
of the other corporation in exchange for its 
voting common stock.
d. The combination is effected within nine 
months of the initiation of the plan of com­
bination.
17. An accrued expense can best be described as an 
amount
a. Paid and currently matched with earnings.
b. Paid and not currently matched with earn­
ings.
c. Not paid and not currently matched with 
earnings.
d. Not paid and currently matched with earn­
ings.
18. Which of the following principles best describes 
the conceptual rationale for the methods of matching 
depreciation expense with revenues?
a. Associating cause and effect.
b. Systematic and rational allocation.
c. Immediate recognition.
d. Partial recognition.
19. Which of the following conditions generally exists 
before market value can be used as the basis for valu­
ation of a company’s marketable equity securities?
a. Market value must approximate historical 
cost.
b. Management’s intention must be to dispose 
of the security within one year.
c. Market value must be less than cost for each 
security held in the company’s marketable 
equity security portfolio.
d. The aggregate valuation of a company’s 
marketable equity security portfolio must be 
less than the aggregate cost of the portfolio.
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20. Which of the following cost items would be 
matched with current revenues on a basis other than 
association of cause and effect?
a. Goodwill.
b. Sales commissions.
c. Cost of goods sold.
d. Purchases on account.
21. Which of the following items is included on a 
statement of changes in financial position only because 
of the all-financial-resources concept?
a. Depreciation.
b. Issuance (sale) of common stock.
c. Purchase of treasury stock.
d. Retirement of long-term debt by issuance of 
preferred stock.
22. Which of the following is the proper accounting 
treatment of a gain contingency?
a. An accrued amount.
b. Deferred earnings.
c. An account receivable with an additional 
disclosure explaining the nature of the 
transaction.
d. A disclosure only.
23. If a contingent loss is probable and can be reason­
ably estimated to be within a given range, but no 
amount within the range is a better estimate than any 
other amount within the range, the amount to be 
accrued should be
a. Zero.
b. The upper limit of the range.
c. The lower limit of the range.
d. The mean of the upper and lower limits of 
the range.
24. Which of the following items, if material in 
amount, would normally be considered an extraordi­
nary item for reporting results of operations?
a. Utilization of a net operating loss carry­
forward.
b. Gains or losses on disposal of a segment 
of a business.
c. Adjustments of accruals on long-term con­
tracts.
d. Gains or losses from a fire.
25. Which of the following is not a basis for the im­
mediate recognition of a cost during a period?
a. The cost provides no discernible future 
benefit.
b. The cost recorded in a prior period no longer 
produces discernible benefits.
c. The federal income tax savings using the 
immediate write-off method exceed the 
savings obtained by allocating the cost to 
several periods.
d. Allocation of the cost on the basis of associ­
ation with revenue or among several account­
ing periods is considered to serve no useful 
purpose.
Instructions
Select the best answer for each of the following 
items relating to a variety of issues in managerial ac­
counting and municipal accounting. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer 
all items. Your grade will be based on your total correct 
answers.
Items to be Answered
26. If a credit was made to the fund balance in the 
process of recording a budget for a governmental unit, 
it can be assumed that
a. Estimated expenses exceed actual revenues.
b. Actual expenses exceed estimated expenses.
c. Estimated revenues exceed appropriations.
d. Appropriations exceed estimated revenues.
27. Which of the following types of governmental 
revenue would be susceptible to accrual using the 
modified accrual method of accounting?
a. State sales tax.
b. Property tax.
c. Income tax.
d. Business licenses.
28. Which governmental fund would account for 
fixed assets in a manner similar to a “ for-profit” 
organization?
a. Enterprise.
b. Capital projects.
c. General fixed asset group of accounts.
d. General.
29. If a governmental unit established a data process­
ing center to service all agencies within the unit, the 
data processing center should be accounted for as 
a (an)
a. Capital projects fund.
b. Intragovernmental service fund.
c. Agency fund.
d. Trust fund.
30. The “ reserve for encumbrances — past year” 
account represents amounts recorded by a govern­
mental unit for
a. Anticipated expenditures in the next year.
b. Expenditures for which purchase orders 
were made in the prior year but disbursement 
will be in the current year.
c. Excess expenditures in the prior year that 
will be offset against the current-year budget­
ed amounts.
d. Unanticipated expenditures of the prior year 
that become evident in the current year.
Number 2 (Estimated time------35 to 40 minutes)
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31. Which of the following types of revenue would 
generally be recorded directly in the general fund of 
a governmental unit?
a. Receipts from a city-owned parking structure.
b. Property taxes.
c. Interest earned on investments held for re­
tirement of employees.
d. Revenues from intragovernmental service 
funds.
32. Which of the following is a relevant factor in the 
determination of an economic order quantity?
a. Physical plant insurance costs.
b. Warehouse supervisory salaries.
c. Variable costs of processing a purchase order.
d. Physical plant depreciation charges.
33. Which of the following is a useful technique in 
determining the fixed and variable elements of a 
semi-variable expense?
a. Linear programming.
b. Queuing theory.
c. Program Evaluation and Review Technique.
d. Simple regression analysis.
34. To obtain the break-even point stated in terms 
of dollars of sales, total fixed costs are divided by which 
of the following?
a. Variable cost per unit.
b. (Sales price per unit — variable cost per unit)
sales price per unit.
c. Fixed cost per unit.
d. Variable cost per unit sales price per unit.
35. The weighted average method of process costing 
differs from the first-in, first-out method of process 
costing in that the weighted average method
a. Requires that ending work-in-process inven­
tory be stated in terms of equivalent units 
of production.
b. Can be used under any cost-flow assumption.
c. Considers the ending work-in-process inven­
tory only partially complete.
d. Does not consider the degree of completion 
of beginning work-in-process inventory when 
computing equivalent units of production.
36. What is the basic difference between direct cost­
ing and absorption costing?
a. Direct costing always produces less taxable 
earnings than absorption costing.
b. Direct costing recognizes fixed costs as a 
period cost and absorption costing recog­
nizes fixed costs as a product cost.
c. Direct costing cannot use standards, whereas 
standards may be used with absorption 
costing.
d. Direct costing may be used only in situations 
where production is essentially homogeneous 
but absorption costing may be used under 
any manufacturing condition.
37. An equivalent unit of material or conversion cost 
is equal to
a. The amount of material or conversion cost 
necessary to complete one unit of production.
b. A unit of work-in-process inventory.
c. The amount of material or conversion cost 
necessary to start a unit of production into 
work in process.
d. Fifty percent of the material or conversion 
cost of a unit of finished goods inventory 
(assuming a linear production pattern).
38. If two or more products share a common process 
before they are separated, the joint costs should be 
allocated in a manner that
a. Assigns a proportionate amount of the total 
cost to each product by means of a quanti­
tative basis.
b. Maximizes total earnings.
c. Minimizes variations in a unit of production 
cost.
d. Does not introduce an element of estimation 
into the process of accumulating costs for 
each product.
39. What factor, related to manufacturing costs, 
causes the difference in net earnings computed using 
absorption costing and net earnings computed using 
direct costing?
a. Absorption costing considers all costs in the 
determination of net earnings, whereas direct 
costing considers only direct costs.
b. Absorption costing “ inventories” all direct 
costs, but direct costing considers direct costs 
to be period costs,
c. Absorption costing “ inventories” all fixed 
costs for the period in ending finished goods 
inventory, but direct costing expenses all 
fixed costs.
d. Absorption costing allocates fixed costs be­
tween cost of goods sold and inventories, and 
direct costing considers all fixed costs to be 
period costs.
40. A useful tool in financial statement analysis is 
termed “ common size financial statements.” What 
does this tool enable the financial analyst to do?
a. Evaluate financial statements of companies 
within a given industry of the approximate 
same value.
b. Determine which companies in a similar 
industry are at approximately the same stage 
of development.
c. Compare the mix of assets, liabilities, capital, 
revenue, and expenses within a company over 
a period of time or between companies within 
a given industry without respect to relative 
size.
d. Ascertain the relative potential of companies 
of similar size in different industries.
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41. Which of the following would not be used in job- 
order costing?
a. Standards.
b. Averaging of direct labor and material rates.
c. Direct costing.
d. Factory overhead allocation based on direct 
labor hours applied to the job.
42. In comparing the current ratios of two companies, 
why is it invalid to assume that the company with the 
higher current ratio is the better company?
a. The current ratio includes assets other than 
cash.
b. A high current ratio may indicate inadequate 
inventory on hand.
c. A high current ratio may indicate inefficient 
use of various assets and liabilities.
d. The two companies may define working 
capital in different terms.
43. Excess direct labor wages resulting from overtime 
premium will be disclosed in which type of variance?
a. Yield.
b. Quantity.
c. Labor efficiency.
d. Labor rate.
44. If the total materials variance (actual cost of 
materials used compared with the standard cost of 
the standard amount of materials required) for a given 
operation is favorable, why must this variance be 
further evaluated as to price and usage?
a. There is no need to further evaluate the total 
materials variance if it is favorable.
b. Generally accepted accounting principles 
require that all variances be analyzed in three 
stages.
c. All variances must appear in the annual 
report to equity owners for proper disclosure.
d. To allow management to evaluate the effi­
ciency of the purchasing and production 
functions.
45. How is a labor rate variance computed?
a. The difference between standard and actual 
rate multiplied by standard hours.
b. The difference between standard and actual 
hours multiplied by actual rate.
c. The difference between standard and actual 
rate multiplied by actual hours.
d. The difference between standard and actual 
hours multiplied by the difference between 
standard and actual rate.
46. If the sum of the present values of all future cash 
flows related to a proposed capital expenditure dis­
counted at the company’s cost of capital is positive, it 
indicates that the
a. Resultant amount is the maximum that 
should be paid for the asset.
b. Return on the investment exceeds the com­
pany’s cost of capital.
c. Investment is the best alternative.
d. Discount rate used is not the proper cost of 
capital for this company.
47. When using a flexible budget, what will occur to 
fixed costs ( on a per unit basis) as production increases 
within the relevant range?
a. Fixed costs per unit will decrease.
b. Fixed costs per unit will remain unchanged.
c. Fixed costs per unit will increase.
d. Fixed costs are not considered in flexible 
budgeting.
48. In setting earnings objectives, management must 
consider all of these items except
a. Sales volume attainable in the present plant.
b. The break-even point.
c. Indices of industrial production.
d. Earnings or losses for given sales-volume 
levels.
49. In analyzing factory overhead variances, the 
volume variance is the difference between the
a. Amount shown in the flexible budget and the 
amount shown in the master budget.
b. Master budget application rate and the flex­
ible budget application rate multiplied by 
actual hours worked.
c. Budget allowance based on standard hours 
allowed for actual production for the period 
and the amount applied during the period.
d. Actual amount spent for overhead items 
during the period and the amount applied 
during the period.
50. Why is direct costing not in accordance with 
generally accepted accounting principles?
a. Fixed manufacturing costs are assumed to 
be period costs.
b. Direct costing procedures are not well known 
in industry.
c. Net earnings are always overstated when 
using direct costing procedures.
d. Direct costing ignores the concept of tower 
of cost or market when valuing inventory.
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Part a. The Financial Accounting Standards 
Board discusses certain terminology essential to both 
the translation of foreign currency transactions and 
foreign currency financial statements in its Statement 
No 8. Included in the discussion is a definition of and 
distinction between the terms “ measure” and 
“ denominate.”
Required:
Define the terms “ measure” and “denominate” 
as discussed by the Financial Accounting Standards 
Board and give a brief example that demonstrates the 
distinction between accounts measured in a particular 
currency and accounts denominated in a particular 
currency.
Part b. There are several methods of translat­
ing foreign currency transactions or accounts reflected 
in foreign currency financial statements. Among these 
methods are: current/noncurrent, monetary/non-
monetary. current rate, and the temporal method (the 
method adopted by the Financial Accounting Stand­
ards Board).
Required:
Define the temporal method of translating foreign 
currency financial statements. Specifically include in 
your answer the treatment of the following four ac­
counts:
1. Long-term accounts receivable.
2. Deferred income.
3. Inventory valued at cost.
4. Long-term debt.
Number 3 (Estimated time------20 to 25 minutes)
Number 4 (Estimated time----- 20 to 25 minutes)
Part a. Generally accepted accounting principles 
require that pension costs be accounted for on the 
accrual basis. The various components of pension ex­
pense include (but are not limited to): 1. normal cost,
2. past service cost, 3. prior service cost, and 4. 
interest.
Required:
Define each of the four terms designated above, 
and discuss how each of the costs is accounted for 
under generally accepted accounting principles.
Part b. The accounting for past service cost has 
been a controversial issue. Some members of the pro­
fession advocate the accrual of past service cost only 
to the extent funded, and others advocate the accrual 
of past service cost regardless of the amount funded.
Required:
1. What are the arguments in favor of accruing 
past service cost only to the extent funded?
2. What are the arguments in favor of accruing 
past service cost regardless of the amount funded?
Number 5 (Estimated time----- 20 to 25 minutes)
The Thomas Company is in the process of develop­
ing a revolutionary new product. A new division of the 
company was formed to develop, manufacture, and 
market this new product. As of year end (December 31, 
1977) the new product has not been manufactured for 
resale; however, a prototype unit was built and is in 
operation.
Throughout 1977 the new division incurred certain 
costs. These costs include design and engineering 
studies, prototype manufacturing costs, administrative 
expenses (including salaries of administrative person­
nel), and market research costs. In addition, approxi­
mately $500,000 in equipment (estimated useful life — 
10 years) was purchased for use in developing and 
manufacturing the new product. Approximately 
$200,000 of this equipment was built specifically for 
the design development of the new product; the re­
maining $300,000 of equipment was used to manu­
facture the pre-production prototype and will be used 
to manufacture the new product once it is in commercial 
production.
Required:
a. What is the definition of “ research” and of 
“ development” as defined in Statement of Financial 
Accounting Standards No. 2?
b. Briefly indicate the practical and conceptual 
reasons for the conclusion reached by the Financial 
Accounting Standards Board on accounting and report­
ing practices for research and development costs.
c. In accordance with Statement of Financial 
Accounting Standards No. 2, how should the various 
costs of Thomas described above be recorded on the 
financial statements for the year ended December 31, 
1977?
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Part a. Advocates of current value accounting 
propose several methods for determining the valuation 
of assets to approximate current values. Two of the 
methods proposed are replacement cost and present 
value of future cash flows.
Required:
Describe each of the two methods cited above and 
discuss the pros and cons of the various procedures 
used to arrive at the valuation for each method.
Part b. The financial statements of a business 
entity could be prepared by using historical cost or 
current value as a basis. In addition, the basis could be 
stated in terms of unadjusted dollars or dollars restated 
for changes in purchasing power. The various permu­
tations of these two separate and distinct areas are 
shown in the following matrix:
Dollars Restated 
for Changes in 
Purchasing Power
Number 6 (Estimated time------25 to 30 minutes)
Unadjusted Dollars
Historical cost 
Current value
1 2
3 4
Block number 1 of the matrix represents the traditional 
method of accounting for transactions in accounting 
today, wherein the absolute (unadjusted) amount of 
dollars given up or received is recorded for the asset 
or liability obtained (relationship between resources). 
Amounts recorded in the method described in block 
number 1 reflect the original cost of the asset or liability 
and do not give effect to any change in value of the unit 
of measure (standard of comparison). This method 
assumes the validity of the accounting concepts of 
going concern and stable monetary unit. Any gain or 
loss (including holding and purchasing power gains or 
losses) resulting from the sale or satisfaction of 
amounts recorded under this method is deferred in 
its entirety until sale or satisfaction.
Required:
For each of the remaining matrix blocks (2, 3 and 
4) respond to the following questions. Limit your dis­
cussion to nonmonetary assets only.
• How will this method of recording assets affect 
the relationship between resources and the standard of 
comparison?
• What is the theoretic justification for using 
each method?
• How will each method of asset valuation affect 
the recognition of gain or loss during the life of the 
asset and ultimately from the sale or abandonment of 
the asset? Your response should include a discussion 
of the timing and magnitude of the gain or loss and 
conceptual reasons for any difference from the gain 
or loss computed using the traditional method.
Complete your discussion for each matrix block before 
proceeding to the discussion of the next matrix block.
Sometimes a business entity may change its 
method of accounting for certain items. The change 
may be classified as a change in accounting principle, 
a change in accounting estimate, or a change in report­
ing entity.
Listed below are three independent, unrelated 
sets of facts relating to accounting changes.
Situation I
A company determined that the depreciable lives 
of its fixed assets are presently too long to fairly match 
the cost of the fixed assets with the revenue produced. 
The company decided at the beginning of the current 
year to reduce the depreciable lives of all of its existing 
fixed assets by five years.
Situation II
On December 31, 1976, Gary Company owned 51 
percent of Allen Company, at which time Gary reported 
its investment using the cost method due to political 
uncertainties in the country in which Allen was located. 
On January 2, 1977, the management of Gary Company 
was satisfied that the political uncertainties were 
resolved and the assets of the company were in no 
danger of nationalization. Accordingly, Gary will pre­
pare consolidated financial statements for Gary and 
Allen for the year ended December 31, 1977.
Situation III
A company decides in January 1977 to adopt the 
straight-line method of depreciation for plant equip­
ment. The straight-line method will be used for new 
acquisitions as well as for previously-acquired plant 
equipment for which depreciation had been provided on 
an accelerated basis.
Number 7 (Estimated time------20 to 25 minutes)
Required:
For each of the situations described above, provide 
the information indicated below. Complete your dis­
cussion of each situation before going on to the next 
situation.
a. Type of accounting change.
b. Manner of reporting the change under 
current generally accepted accounting principles in­
cluding a discussion, where applicable, of how amounts 
are computed.
c. Effect of the change on the statement of 
financial position and earnings statement.
d. Footnote disclosures which would be neces­
sary.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all the states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 1, 1978; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ............................................................................................ 40
No. 2 ............................................................................................ 40
No. 3 ............................................................................................ 50
No. 4 ............................................................................................ 40
No. 5 ............................................................................................ SO
Total....................................................................................  220
50
50
60
50
60
270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place
them immediately following the question to which 
they relate.
4. Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Number 1 (Estimated time 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97. © © ©
Items to be Answered
1. Dark Company had interest income on municipal 
obligations of $150,000 in 1977. For financial statement 
reporting, Dark included the $150,000 in the other in­
come section of its income statement. For income tax 
reporting, the $150,000 was exempt income. Assuming 
an income tax rate of 50%, what should be reported in 
the provision for deferred income taxes in Dark’s in­
come statement for the year ended December 31, 1977?
a. $0.
b. $75,000 credit.
c. $75,000 debit.
d. $150,000 debit.
2. On November 30, 1977, File, Incorporated, pur­
chased for cash of $25 per share all 3()0,000 of the 
outstanding common stock of Mooney Company. 
Mooney’s balance sheet at November 30, 1977, showed 
a book value of $6,000,000. Additionally, the fair value 
of Mooney’s property, plant, and equipment on 
November 30, 1977, was $800,000 in excess of its book 
value. What amount, if any, will be shown in the 
balance sheet caption “ Goodwill” in the November 30, 
1977, consolidated balance sheet of File, Incorporated, 
and its wholly-owned subsidiary, Mooney Company?
a. $0.
b. $700,000.
c. $800,000.
d. $1,500,000.
3. During 1977, Hollin Company determined, as a 
result of additional information, that machinery that 
was previously depreciated over a seven-year life had a 
total estimated useful life of only five years. An 
accounting change was made in 1977 to reflect this ad­
ditional information. If the change had been made in 
1976, the allowance for accumulated depreciation 
would have been $2,600,000 at December 31, 1976, in­
stead of $2,100,000. As a result of this change, 1977 
depreciation expense was $200,000 greater than it would 
have been if the change had not been made. Assume 
that the direct effects of this change are limited to the 
effect on depreciation and the related tax provision, and 
that the income tax rate was 50% in both years. What 
should be reported in Hollin’s income statement for the 
year ended December 31, 1977, as the cumulative effect 
on prior years of changing the estimated useful life of 
the machinery?
a. $0.
b. $250,000.
c. $350,000.
d. $500,000.
4. On November 1, 1977, Robby, Inc., issued shares 
of its voting common stock in exchange for all of the 
voting common stock of Rudy Company in a business 
combination appropriately accounted for by the pooling 
of interests method. Both companies have a December 
31 year end. Net income for each company is as follows:
Robby Rudy
12 months ended 
December 31, 1977 
2 months ended 
December 31, 1977
$1,300,000 $800,000
240,000 170,000
Assuming that the net income of Robby given above 
does not include the equity in the net income of Rudy, 
the consolidated net income for the year ended 
December 31, 1977, should be
a. $410,000.
b. $1,300,000.
c. $1,470,000.
d. $2,100,000.
5.  Tackle Company sells football helmets. In 1977 
Tackle discovered a defect in the helmets which has pro­
duced lawsuits that are reasonably estimated to result in 
losses of $900,000. Based on its own experience and the 
experience of other enterprises in the business, Tackle 
considers it probable that additional lawsuits that are 
reasonably estimated to result in losses of $1,600,000 
will occur even though the particular parties that will 
bring suit are not identifiable at this time. What amount 
of loss, if any, should be accrued by a charge to income 
in 1977?
a. $0.
b. $900,000.
c. $1,600,000.
d. $2,500,000.
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6. Fountain, Incorporated, has 5,000,000 shares of 
common stock outstanding on December 31, 1976. An 
additional 1,000,000 shares of common stock were 
issued on April 1, 1977, and 500,000 more on July 1, 
1977. On October 1, 1977, Fountain issued 10,000, 
$1,000 face value, 7% convertible bonds. Each bond is 
convertible into 40 shares of common stock. The bonds 
were not considered common stock equivalents at the 
time of their issuance and no bonds were converted into 
common stock in 1977. What is the number of shares to 
be used in computing primary earnings per share and 
fully diluted earnings per share, respectively?
a. 5,750,000 and 5,950,000.
b. 5,750,000 and 6,150,000.
c. 6,000,000 and 6,100,000.
d. 6,000,000 and 6,900,000.
7. Growing, Inc., had net income for 1977 of 
$10,600,000 and earnings per share on common stock of 
$5.00. Included in the net income was $1,000,000 of 
bond interest expense related to its long-term debt. The 
income tax rate for 1977 was 50%. Dividends on pre­
ferred stock were $600,000. The dividend-payout ratio 
on common stock was 40%. What were the dividends 
on common stock in 1977?
a. $3,600,000.
b. $3,800,000.
c. $4,000,000.
d. $4,240,000.
8. Seed Company has a receivable from a foreign 
customer which is payable in the local currency of the 
foreign customer. On December 31, 1976, this 
receivable was appropriately included in the accounts 
receivable section of Seed’s balance sheet at $450,000. 
When the receivable was collected on January 4, 1977, 
Seed converted the local currency of the foreign 
customer into $440,000. Seed also owns a foreign sub­
sidiary in which exchange gains of $45,000 resulted as a 
consequence of translation in 1977. What amount, if 
any, should be included as an exchange gain or loss in 
Seed’s 1977 consolidated income statement?
a. $0.
b. $10,000 exchange loss.
c. $35,000 exchange gain.
d. $45,000 exchange gain.
9. The Lake Company sold some machinery to the 
View Company on January 1, 1976, for which the cash 
selling price was $758,200. View entered into an install­
ment sales contract with Lake at an interest rate of 10%. 
The contract required payments of $200,000 a year over 
five years with the first payment due on December 31, 
1976. What amount of interest income, if any, should 
be included in Lake’s 1977 income statement (the 
second year of the contract), using the “ interest 
method’’?
a. $0.
b. $63,402.
c. $75,820.
d. $100,000.
10. Information from Guard Company’s financial 
statements is as follows:
1976 1977
Current assets at
December 31 $2,000,000 $2,100,000
Current liabilities at
December 31 1,000,000 900,000
Stockholders’ equity at
December 31 2,500,000 2,700,000
Net sales for year 8,300,000 8,800,000
Cost of goods sold for year 6,200,000 6,400,000
Operating income for year 500,000 550,000
What is the current ratio at December 31, 1977?
a. 1.20 to 1.
b. 2.25 to 1.
c. 2.33 to 1.
d. 7.33 to 1.
11. In May 1978, Roy Company spent $200,000 on an 
advertising campaign for subscriptions to the school 
magazine it sells. The subscriptions do not start until 
September 1978 and the magazine is only sold on a year­
ly subscription basis. What amount of expense should 
be included in Roy’s quarterly income statement for the 
three months ended June 30, 1978, as a result of this ex­
penditure?
a. $0.
b. $50,000.
c. $66,667.
d. $200,000.
12. On January 1, 1977, Barley Corp. paid $600,000 
for 60,000 shares of Oat Company’s common stock 
which represents a 25% investment in Oat. Barley has 
the ability to exercise significant influence over Oat. 
Barley received a dividend of $1 per share from Oat in 
1977. Oat reported net income of $320,000 for the year 
ended December 31, 1977. The balance in Barley’s 
balance sheet account “ Investment in Oat Company’’ at 
December 31, 1977, should be
a. $600,000.
b. $620,000.
c. $680,000.
d. $740,000.
13. Level, Inc., was formed on January 1, 1977, when 
common stock of $200,000 was issued for cash of 
$50,000 and land valued at $150,000. Level did not 
begin operations until 1978, and no transactions 
occurred in 1977 except the recording of the issuance of 
the common stock. If the general price-level index was 
100 at December 31, 1976, and 110 at December 31, 
1977, what would the general price-level gain or loss be 
in Level’s 1977 general price-level income statement?
a. $0.
b. $5,000 loss.
c. $5,000 gain.
d. $15,000 gain.
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14. Mill Company operates in three different in­
dustries, each of which is appropriately regarded as a 
reportable segment. Segment No. 1 contributed 60% of 
Mill Company’s total sales. Sales for Segment No. 1 
were $900,000 and traceable costs were $400,000. Total 
common costs for Mill were $600,000. Mill allocates 
common costs based on the ratio of a segment’s sales to 
total sales, an appropriate method of allocation. What 
should be the operating profit presented for Segment 
No. 1 for 1977?
a. $140,000.
b. $360,000.
c. $500,000.
d. $540,000.
15. Coleman, Incorporated, purchased a machine on 
January 1, 1970, for $100,000. Coleman is depreciating 
the machine on a straight-line basis with no salvage and 
a ten-year life. At December 31, 1976, the replacement 
cost (current fair value) of the machine was $32,000. On 
January 1, 1977, the machine was sold for $35,000. 
Ignoring income taxes, what amount should be shown 
as the gain or loss on the sale of the machine in a current 
fair value accounting income statement for 1977?
a. $2,000 gain.
b. $3,000 loss.
c. $3,000 gain.
d. $5,000 gain.
16. Token Company sold some of its fixed assets 
during 1977. The original cost of the fixed assets was 
$750,000 and the allowance for accumulated deprecia­
tion at the date of sale was $600,000. The proceeds from 
the sale of the fixed assets were $210,000. Assuming 
funds are defined as working capital, the information 
concerning the sale of the fixed assets should be shown 
on Token’s statement of changes in financial position 
for the year ended December 31, 1977, as
a. A subtraction from net income of $60,000 and
a source of $150,000.
b. An addition to net income of $60,000 and a 
source of $150,000.
c. A subtraction from net income of $60,000 and 
a source of $210,000.
d. A source of $150,000.
17. Minor Baseball Company had a player contract 
with Doe that was recorded in its accounting records at 
$145,000. Better Baseball Company had a player con­
tract with Smith that was recorded in its accounting 
records at $140,000. Minor traded Doe to Better for 
Smith by exchanging each player’s contract. The fair 
value of each contract was $150,000. What amount 
should be shown in the accounting records after the ex­
change of player contracts?
18. Kirt, Incorporated, had net income for 1977 of 
$3,000,000. Additional information is as follows:
Minor Better
a. $140,000 $140,000
b. $140,000 $145,000
c. $145,000 $140,000
d. $150,000 $150,000
Amortization of goodwill 
Depreciation on fixed assets 
Long-term debt:
Bond discount amortization 
Interest expense
Provision for doubtful accounts: 
Current receivables 
Long-term receivables
$ 80,000
3,200,000
130,000
2,600,000
700,000
210,000
Assuming funds are defined as working capital, what 
should be the working capital provided from operations 
in the statement of changes in financial position for the 
year ended December 31, 1977?
a. $6,200,000.
b. $6,410,000.
c. $6,620,000.
d. $9,220,000.
19. On July 1, 1977, Round Company issued for 
$525,000 a total of 5,000 shares of $100 par value, 7% 
noncumulative preferred stock along with one 
detachable warrant for each share issued. Each warrant 
contains a right to purchase one share of Round’s $10 
par value common stock for $15 a share. The market 
price of the rights on July 1, 1977, was $2.25 per right. 
On October 31, 1977, when the market price of the com­
mon stock was $19 per share and the market value of the 
rights was $3.00 per right, 4,000 rights were exercised. 
As a result of the exercise of the 4,000 rights and the is­
suance of the related common stock, what journal entry 
would Round make?
a. Cash
Common stock 
Additional paid-in 
capital
b. Cash
Common stock rights 
outstanding 
Common stock 
Additional paid-in 
capital
c. Cash
Common stock rights 
outstanding 
Common stock 
Additional paid-in 
capital
d. Cash
Common stock rights 
outstanding 
Common stock 
Additional paid-in 
capital
Debit Credit
$60,000
$40,000
60,000
20,000
9,000
40,000
60,000
29,000
12,000
40,000
60,000
32,000
16,000
40,000
36,000
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20. In 1976, Orlando, Inc., issued for $105 per share,
8,000 shares of $100 par value convertible preferred 
stock. One share of preferred stock can be converted 
into three shares of Orlando’s $25 par value common 
stock at the option of the preferred shareholder. In 
August 1977, all of the preferred stock was converted 
into common stock. The market value of the common 
stock at the date of the conversion was $30 per share. 
What total amount should be credited to additional 
paid-in capital as a result of the issuance of the pre­
ferred stock and its subsequent conversion into common 
stock?
a. $80,000.
b. $120,000.
c. $200,000.
d. $240,000.
Number 2 (Estimated time-----40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting and 
quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on your total correct 
answers.
Items to be Answered
21. Helen Corp. manufactures products W, X, Y, and 
Z from a joint process. Additional information is as 
follows:
Sales I f  Processed Further
Units
Product Produced
Value at 
Split-off
Additional Sales 
Costs Value
W 6,000 $ 80,000 $ 7,500 $ 90,000
X 5,000 60,000 6,000 70,000
Y 4,000 40,000 4,000 50,000
Z 3,000 20,000 2,500 30,000
18,000 $200,000 $20,000 $240,000
Assuming that total joint costs of $160,000 were 
allocated using the relative-sales-value at split-off ap­
proach, what were the joint costs allocated to each pro­
duct?
W X Y Z
a. $40,000 $40,000 $40,000 $40,000
b. $53,333 $44,444 $35,556 $26,667
c. $60,000 $46,667 $33,333 $20,000
d. $64,000 $48,000 $32,000 $16,000
22. Walsh, Inc., is preparing its cash budget for the 
month of November. The following information is 
available concerning its inventories:
Inventories at beginning of November $180,000
Estimated cost of goods sold for 
November 900,000
Estimated inventories at end of November 160,000
Estimated payments in November 
for purchases prior to November 210,000
Estimated payments in November 
for purchases in November 80%
What are the estimated cash disbursements for inven­
tories in November?
a. $720,000.
b. $914,000.
c. $930,000.
d. $1,042,000.
23. Kyle Company manufactures products S and T 
from a joint process. The sales value at split-off was 
$50,000 for 6,000 units of Product S and $25,000 for
2,000 units of Product T. Assuming that the portion of 
the total joint costs properly allocated to Product S 
using the relative-sales-value at split-off approach was 
$30,000, what were the total joint costs?
a. $40,000.
b. $42,500.
c. $45,000.
d. $60,000.
Items 24 and 25 are based on the following 
information:
Taylor, Inc., produces only two products, Acdom 
and Belnom. These account for 60% and 40% of the 
total sales dollars of Taylor, respectively. Variable costs 
(as a percentage of sales dollars) are 60% for Acdom 
and 85% for Belnom. Total fixed costs are $150,000. 
There are no other costs.
24. What is Taylor’s breakeven point in sales dollars?
a. $150,000.
b. $214,286.
c. $300,000.
d. $500,000.
25. Assuming that the total fixed costs of Taylor in­
crease by 30%, what amount of sales dollars would be 
necessary to generate a net income of $9,000?
a. $204,000.
b. $464,000.
c. $659,000.
d. $680,000.
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26. Sant Company is planning to invest $40,000 in a 
machine with a useful life of five years and no salvage 
value. The straight-line method of depreciation will be 
used. Sant estimates that the annual cash inflow from 
operations, net of income taxes, from using this 
machine will be $10,000. Sant’s desired rate of return on 
investments of this type is 10%. The present value of an 
ordinary annuity of $1 for five periods at 10% is 3.791. 
The present value of $1 for five periods at 10% is 0.621. 
Using the net present-value method, Sant’s true rate of 
return on this investment is
a. 0%.
b. Less than 10%, but more than 0%.
c. 10%.
d. More than 10%.
27. Horn Corp. invested in a four-year project. 
Horn’s expected rate of return is 8%. Additional infor­
mation on the project is as follows;
Year
1
2
3
4
Cash inflow from  
operations, net o f 
income taxes
$2,000
2,200
2,400
2,600
Present 
Value o f 
$1 at 8%
.926
.857
.794
.735
Assuming a positive net present value of $500, what was 
the amount of the original investment?
a. $1,411.
b. $2,411.
c. $7,054.
d. $8,700.
28. Carter Company buys a certain part for its 
manufacturing process for $20 a part. Ten thousand 
parts a year are needed. It costs $3 a year to carry one of 
these parts in inventory. The cost of placing a purchase 
order for these parts is $15. Assuming that the parts will 
be required evenly throughout the year, the formula for 
the economic order quantity is
a. 2 X 10,000 X 3
15
2 X 10,000 X 15
3
X 3c. (l0,000
d. | l0,000 x 15 
  3
29. Brike Company, which manufactures robes, has 
enough idle capacity available to accept a special order 
of 10,000 robes at $8 a robe. A predicted income state­
ment for the year without this special order is as 
follows:
Per Unit Total
Sales $12.50 $1,250,000
Manufacturing costs- 
variable 6.25 625,000
Manufacturing costs-fixed 1.75 175,000
Manufacturing costs-total 8.00 800,000
Gross profit 4.50 450,000
Selling expenses-variable 1.80 180,000
Selling expenses-fixed 1.45 145,000
Selling expenses-total 3.25 325,000
Operating income $ 1.25 $ 125,000
Assuming no additional selling expenses, what would be 
the effect on operating income if the special order was 
accepted?
a. $8,000 increase.
b. $17,500 increase.
c. $32,500 decrease.
d. $40,000 increase.
Items 30 and 31 are based on the following infor­
mation:
Milligan Company manufactures two models, small and 
large. Each model is processed as follows;
Small (X) 
Large (Y)
Machining
Department
2 hours 
4 hours
Polishing
Department
1 hour 
3 hours
The available time for processing the two models is 100 
hours a week in the Machining Department and 90 
hours a week in the Polishing Department. The con­
tribution margin expected is $5 for the small model and 
$7 for the large model.
30. How would the objective function (maximization 
of total contribution margin) be expressed?
a. 5X + 7Y.
b. 5X + 7Y≤ 190.
c. 5X(3) + 7Y(7) ≤ 190.
d. 12X + 10Y.
31. How would the restriction (constraint) for the 
Machining Department be expressed?
a. 2(5X)+ 4(7Y)≤ 100.
b. 2X + 4Y.
c. 2X + 4Y≤ 100.
d. 5X + 7Y ≤ 100.
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32. Walton, Incorporated, had 8,000 units of work in 
process in Department A on October 1, 1978. These 
units were 60% complete as to conversion costs. 
Materials are added in the beginning of the process. 
During the month of October, 34,000 units were started 
and 36,000 units completed. Walton had 6,000 units of 
work in process on October 31, 1978. These units were 
80% complete as to conversion costs. By how much did 
the equivalent units for the month of October using the 
weighted-average method exceed the equivalent units 
for the month of October using the first-in, first-out 
method?
Materials
Conversion
Costs
a. 0 3,200
b. 0 4,800
c. 8,000 3,200
d. 8,000 4,800
33. Lucas Company adds materials in the beginning of 
the process in the Forming Department, which is the 
first of two stages of its production cycle. Information 
concerning the materials used in the Forming Depart­
ment in October 1978 is as follows:
Materials
Units Costs
Work in process at October 1,
1978 6,000 $ 3,000
Units started during October 50,000 25,560
Units completed and trans­
ferred to next Department 
during October 44,000
Using the weighted-average method, what was the 
materials cost of work in process at October 31, 1978?
a. $3,060.
b. $5,520.
c. $6,000.
d. $6,120.
34. Matt Company uses a standard cost system. Infor­
mation for raw materials for Product RBI for the 
month of October is as follows:
Standard unit price 
Actual purchase price per unit 
Actual quantity purchased 
Actual quantity used 
Standard quantity allowed for 
actual production  
$1.60 
$1.55 
2,000 units 
1,900 units
1,800 units
What is the materials purchase price variance?
a. $90 favorable.
b. $90 unfavorable.
c. $100 favorable.
d. $100 unfavorable.
35. Golden, Inc., has been manufacturing 5,000 units 
of Part 10541 which is used in the manufacture of one 
of its products. At this level of production, the cost per 
unit of manufacturing Part 10541 is as follows:
Direct materials $ 2
Direct labor 8
Variable overhead 4
Fixed overhead applied  6
Total $20
Brown Company has offered to sell Golden 5,000 
units of Part 10541 for $19 a unit. Golden has 
determined that it could use the facilities presently used 
to manufacture Part 10541 to manufacture Product 
RAC and generate an operating profit of $4,000. 
Golden has also determined that two thirds of the fixed 
overhead applied will continue even if Part 10541 is pur­
chased from Brown. To determine whether to accept 
Brown’s offer, the net relevant costs to Golden are
a. $70,000.
b. $80,000.
c. $90,000.
d. $95,000.
36. Lab Corp. uses a standard cost system. Direct 
labor information for Product CER for the month of 
October is as follows;
Standard rate $6.00 per hour
Actual rate paid $6.10 per hour
Standard hours allowed for actual 
production 1,500 hours
Labor efficiency variance $600 unfavorable
What are the actual hours worked?
a. 1,400.
b. 1,402.
c. 1,598.
d. 1,600.
37. Air, Inc., uses a standard cost system. Overhead 
cost information for Product CO for the month of 
October is as follows:
Total actual overhead incurred $12,600
Fixed overhead budgeted $ 3,300
Total standard overhead rate per 
direct labor hour $4.00
Variable overhead rate per direct 
labor hour $3.00
Standard hours allowed for actual 
production 3,500
What is the overall (or net) overhead variance?
a. $1,200 favorable.
b. $1,200 unfavorable.
c. $1,400 favorable.
d. $1,400 unfavorable.
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38. Metro, Inc., manufactures dolls. The cost of 
carrying one doll in inventory for one year is $0.60. 
Metro manufactures 6,000 dolls evenly throughout the 
year. Using the economic-order-quantity approach, the 
optimal production run would be 200 when setup costs 
are
a. $2.00.
b. $3.00.
c. $3.50.
d. $4.00.
39. An office equipment representative has a machine 
for sale or lease. If you buy the machine, the cost is 
$7,596. If you lease the machine, you will have to sign a 
noncancellable lease and make 5 payments of $2,000 
each. The first payment will be paid on the first day of 
the lease. At the time of the last payment you will 
receive title to the machine. The present value of an or­
dinary annuity of $1 is as follows:
Number o f 
Periods
Present Value
10% 12% 16%
1 0.909 0.893 0.862
2 1.736 1.690 1.605
3 2.487 2.402 2.246
4 3.170 3.037 2.798
5 3.791 3.605 3.274
The interest rate implicit in this lease is approximately
a. 10%.
b. 12%.
c. Between 10% and 12%.
d. 16%.
Number 3 (Estimated time-----50 to 60 minutes)
Number 3 consists of three unrelated parts.
Part a. On January 1, 1978, MyKoo Corporation 
issued $1,000,000 in five-year, 5% serial bonds to be 
repaid in the amount of $200,000 on January 1, of 1979, 
1980, 1981, 1982, and 1983. Interest is payable at the 
end of each year. The bonds were sold to yield a rate of 
6%. Information on present value and future amount
factors is as follows:
Present value o f an 
ordinary annuity o f 
$1 for 5 years
Future amount o f an 
ordinary annuity o f 
$1 for 5 years
5% 6% 5% 6%
4.3295 4.2124 5.5256 5.6371
Number Present Value o f $1 Future amount o f $1
o f years 5% 6% 5% 6%
1 .9524 .9434 1.0500 1.0600
2 .9070 .8900 1.1025 1.1236
3 .8638 .8396 1.1576 1.1910
4 .8227 .7921 1.2155 1.2625
5 .7835 .7473 1.2763 1.3382
Required:
1. Prepare a schedule showing the computation 
of the total amount received from the issuance of the 
serial bonds. Show supporting computations in good 
form.
2. Assume the bonds were originally sold at a dis­
count of $26,247. Prepare a schedule of amortization of 
the bond discount for the first two years after issuance, 
using the interest (effective rate) method. Show 
supporting computations in good form.
Part b. On January 1, 1976, when its $30 par 
value common stock was selling for $80 per share, a cor­
poration issued $10,000,000 of 4% convertible deben­
tures due in ten years. The conversion option allowed 
the holder of each $1,000 bond to convert the bond into 
five shares of the corporation’s $30 par value common 
stock. The debentures were issued for $ 11 ,000,000. The 
present value of the bond payments at the time of is­
suance was $8,500,000 and the corporation believes the 
difference between the present value and the amount 
paid is attributable to the conversion feature. On 
January 1, 1977, the corporation’s $30 par value com­
mon stock was split 3 for 1. On January 1, 1978, when 
the corporation’s $10 par value common stock was sell­
ing for $90 per share, holders of 40% of the convertible 
debentures exercised their conversion options. The cor­
poration uses the straight-line method for amortizing 
any bond discounts or premiums.
Required:
1. Prepare in general journal format the entry to 
record the original issuance of the convertible deben­
tures.
2. Prepare in general journal format the entry to 
record the exercise of the conversion option, using the 
book value method. Show supporting computations in 
good form.
Part c. On July 1, 1978, Salem Corporation 
issued $2,000,000 of 7% bonds payable in ten years. 
The bonds pay interest semiannually. The bonds include 
detachable warrants giving the bondholder the right to 
purchase for $30, one share of $1 par value common 
stock at any time during the next ten years. The bonds 
were sold for $2,000,000. The value of the warrants at 
the time of issuance was $100,000.
Required:
Prepare in general journal format the entry to 
record the issuance of the bonds.
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Number 4 consists of two unrelated parts.
Part a. The Allen Company is a wholesale 
distributor of automotive replacement parts. Initial 
amounts taken from Allen’s accounting records are as 
follows:
Number 4 (Estimated tim e------40 to 50 minutes)
Inventory at December 31, 1977 (based on 
physical count of goods in Allen’s ware­
house on December 31, 1977)
Accounts payable at December 31, 1977:
Vendor
Baker Company 
Charlie Company 
Dolly Company 
Eager Company 
Full Company 
Greg Company
Sales in 1977
Terms
2% 10 days, net 30 
Net 30 
Net 30 
Net 30 
Net 30 
Net 30
$1,250,000
Amount
$ 265,000 
210,000
300,000
225,000
$ 1,000,000
$9,000,000
Additional information is as follows:
1. Parts held on consignment from Charlie to 
Allen, the consignee, amounting to $155,000, were in­
cluded in the physical count of goods in Allen’s 
warehouse on December 31, 1977, and in accounts 
payable at December 31, 1977.
2. $22,000 of parts which were purchased from 
Full and paid for in December 1977 were sold in the last 
week of 1977 and appropriately recorded as sales of 
$28,000. The parts were included in the physical count 
of goods in Allen’s warehouse on December 31, 1977, 
because the parts were on the loading dock waiting to be 
picked up by customers.
3. Parts in transit on December 31, 1977, to 
customers, shipped F.O.B. shipping point, on 
December 28, 1977, amounted to $34,000. The 
customers received the parts on January 6, 1978. Sales 
of $40,000 to the customers for the parts were recorded 
by Allen on January 2, 1978.
4. Retailers were holding $210,000 at cost 
($250,000 at retail), of goods on consignment from 
Allen, the consignor, at their stores on December 31, 
1977.
5. Goods were in transit from Greg to Allen on 
December 31, 1977. The cost of the goods was $25,000, 
and they were shipped F.O.B. shipping point on 
December 29, 1977.
6. A quarterly freight bill in the amount of $2,000 
specifically relating to merchandise purchases in 
December 1977, all of which was still in the inventory at 
December 31, 1977, was received on January 3, 1978. 
The freight bill was not included in either the inventory 
or in accounts payable at December 31, 1977;
7. All of the purchases from Baker occurred 
during the last seven days of the year. These items have 
been recorded in accounts payable and accounted for in 
the physical inventory at cost before discount. Allen’s 
policy is to pay invoices in time to take advantage of all 
cash discounts, adjust inventory accordingly, and 
record accounts payable, net of cash discounts.
Required:
Prepare a schedule of adjustments to the initial 
amounts using the format shown below. Show the 
effect, if any, of each of the transactions separately and 
if the transactions would have no effect on the amount 
shown, state NONE.
Accounts
Inventory Payable Sales
Initial amounts $1,250,000 $1,000,000 $9,000,000
Adjustments-
increase
(decrease)
1
2
3
4
5
6
7
Total adjustments
Adjusted
amounts $ _ $ $
Part b. The Deytyme Construction Company 
began operations January 1, 1977. During the year, 
Deytyme entered into a contract with Redbeard Razor 
Corporation to construct a manufacturing facility. At 
that time, Deytyme estimated that it would take five 
years to complete the facility at a total cost of 
$4,800,000. The total contract price for construction of 
the facility is $6,000,000. During the year, Deytyme in­
curred $1,250,000 in construction costs related to the 
construction project. The estimated cost to complete the 
contract is $3,750,000. Redbeard was billed and paid 
30% of the contract price.
Required:
Prepare schedules to compute the amount of gross 
profit to be recognized for the year ended December 31, 
1977, and the amount to be shown as “cost of un­
completed contract in excess of related billings’’ or 
“ billings on uncompleted contract in excess of related 
costs’’ at December 31, 1977, under each of the follow­
ing methods:
1. Completed-contract method.
2. Percentage-of-completion method.
Show supporting computations in good form.
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Number 5 consists of two unrelated parts.
Part a. Harold Barton is a self-employed manu­
facturers’ representative. The following schedule of 
receipts and disbursements for the calendar year 1977 
was prepared by his secretary from the cash book that 
she maintains for his business:
Cash receipts:
Commissions received $65,100
Rent for office sublease 5,000
Insurance company payment 3,600
Total cash receipts $73,700
Cash disbursements: *•
Harold Barton’s withdrawals 22,000
Secretary’s salary
(net of taxes withheld) 8,000
Commissions paid to 
outsiders 12,000
Office rent 14,000
Payment to Keogh retire­
ment plan 3,000
Automobile expenses 1,800
Office expenses 1,160
Country club dues and
expenses 3,900
Payroll taxes remitted:
Taxes withheld from
secretary’s salary 1,262
Employer’s payroll taxes 825
Total cash disburse­
ments 67,947
Excess of cash receipts over 
cash disbursements $ 5,753
Additional information is as follows:
• Depreciation for 1977 on fixed assets used in 
Barton’s business was as follows:
Automobile $1,000
Office equipment 1,600
$2,600
• The insurance company payment was in settle­
ment of a court suit that arose from a December 1976 
automobile accident involving Mr. Barton. The pay­
ment was as follows:
Number 5 (Estimated tim e------50 to 60 minutes) Mr. Barton had paid $700 for the car repairs in 1976 and 
had claimed this payment as a business expense in 1976. 
The car involved in the accident is used 100% for 
business purposes.
• Of the country club dues and expenses totaling 
$3,900, Mr. Barton has kept records which show that 
60% of the total amount was incurred in connection 
with his business.
• During 1977 Mr. Barton signed up to par­
ticipate in a Keogh (HR—10) retirement plan. In 
December 1977 he made an initial contribution to the 
plan of $3,000 and in January 1978 made a second con­
tribution of $1,000. His secretary was not eligible and 
thus not covered by the plan in 1977.
• Mr. and Mrs. Barton jointly owned 100 shares 
of common stock of Bramma Corporation which they 
acquired in 1975 for $6,900. On November 1, 1977, they 
sold these shares for $3,400.
• During 1977 Mr. and Mrs. Barton gave $600 to 
recognized charitable organizations and donated old 
clothes valued at $275 to a needy family in their 
neighborhood.
• The following taxes were paid in 1977:
Real estate (residence) taxes $2,330
Sales taxes 770
State gasoline taxes on automobile used 
for personal use 102
State income tax (balance 1976) 625
State income tax (estimate 1977) 750
Federal income tax (balance 1976) 460
Federal income tax (estimate 1977) 3,750
Required:
1. Prepare a schedule to compute the adjusted 
gross income of Harold and Bella Barton for 1977. 
Prepare a supporting schedule for Harold Barton’s in­
come from self-employment. Any possible alternative 
treatments should be resolved in a manner that will 
minimize income taxes for 1977. Show supporting com­
putations in good form.
2. Prepare a schedule to compute the total 
itemized deductions of Harold and Bella Barton for 
1977. Any possible alternative treatments should be 
resolved in a manner that will minimize income taxes for 
1977. Show supporting computations in good form.
Compensation for personal injuries 
sustained
Repairs to automobile
$2,900
700
$3,600
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Part b. For the calendar year 1977, Agnes Jones, 
a widow and the mother of a four-year-old son, 
reported the following types of income:
Salary
Interest income 
Dividend income 
(all qualifying dividends) 
1976 state income tax refund
$18,000
4,000
600
700
$23,300
An analysis of her cash expenses indicated the 
following:
Doctor bills
Drugs prescribed by doctors 
Medical insurance premiums 
Interest paid on installment 
purchases
Real estate taxes paid (residence)
Child care expenses (paid to the Happy 
Day Nursery in order for Agnes 
to be gainfully employed)
$2,400
300
800
180
2,000
3,600
Additional information is as follows:
• Interest income was comprised of the following 
amounts:
Interest on savings deposits 
Interest on state obligations
$2,200
1,800
$4,000
• Her W-2 form for 1977 stated that $790 was 
withheld for state income taxes.
• Mrs. Jones included a deduction of $900 for 
state income taxes in her 1976 itemized deductions.
Required:
1. Prepare a schedule to compute Agnes Jones’s 
adjusted gross income for 1977.
2. Prepare a schedule to compute Agnes Jones’s 
total itemized deductions for 1977. Prepare a 
supporting schedule for Agnes Jones’s deductible 
medical expenses.
3. Determine the amount of the child care credit 
that Agnes Jones can apply against her 1977 federal in­
come tax.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all the states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART II
November 2, 1978; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No 5 . . . .  
Total
40 50
40 50
50 60
40 50
50 60
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1 . You must arrange the papers in numerical order of
the questions. If more than one page is required 
for an answer, write “ continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3 . Enclose all scratch sheets. Failure to enclose
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but
you should show the question number and place 
them immediately following the question to which 
they relate.
4 .  Fourteen-column sheets, if any, should not be
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5 . A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accountin g  prob­
lems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced 
the amounts owed by $160,000. How much were net 
sales last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97.  
Items to be Answered
1. The stockholders’ equity section of Sola Corpo­
ration as of December 31, 1976, was as follows:
Common stock, $20 par value, authorized
150,000 shares, issued and outstanding
100,000 shares $2,000,000
Capital in excess of
par value 400,000
Retained earnings 200,000
$2,600,000
Number 1 (Estimated tim e------40 to 50 minutes)
On March 1, 1977, Sola reacquired 10,000 shares for 
$240,000. The following transactions occurred in 1977 
with respect to treasury stock acquired:
June 1 — Sold 3,000 shares for $84,000. 
August 1 — Sold 2,000 shares for $42,000. 
September 1 —Retired remaining 5,000 shares.
Sola accounts for treasury stock on the cost method. 
As a result of these transactions
a. Stockholders’ equity remained unchanged.
b. Common stock decreased $100,000 and re­
tained earnings decreased $14,000.
c. Common stock decreased $100,000 and 
capital in excess of par decreased $14,000.
d. Common stock decreased $126,000.
2. The Harris Corporation has an incentive com­
mission plan for its salesmen, entitling them to an ad­
ditional sales commission when actual quarterly sales 
exceed budgeted estimates. An analysis of the account 
“incentive commission expense’’ for the year ended 
December 31, 1977, follows:
For Quarter
Amount Ended Date Paid
$40,000 December 31, 1976 January 23, 1977
28,000 March 31 , 1977 April 24, 1977
15,000 June 30, 1977 July 19, 1977
23,000 September 30, 1977 October 22, 1977
The incentive commission for the quarter ended 
December 31, 1977, was $27,000. This amount was 
recorded and paid in January 1978. What amount 
should Harris record as incentive commission expense 
for 1977?
a. $133,000.
b. $106,000.
c. $93,000.
d. $66,000.
3. On January 1, 1977, Flip Corporation signed a 
ten-year noncancellable lease for certain machinery. 
The terms of the lease called for Flip to make annual 
payments of $30,000 for ten years with title to pass to 
Flip at the end of this period. The machinery has an 
estimated useful life of 15 years and no salvage value. 
Flip uses the straight-line method of depreciation for 
all of its fixed assets. Flip accordingly accounted for 
this lease transaction as an installment purchase of 
the machinery. The lease payments were determined 
to have a present value of $201,302 with an effective 
interest rate of 10%. With respect to this capitalized 
lease, Flip should record for 1977
a. Lease expense of $30,000.
b. Interest expense of $16,580 and depreciation 
expense of $13,420.
c. Interest expense of $20,130 and depreciation 
expense of $13,420.
d. Interest expense of $13,420 and depreciation 
expense of $16,580.
4. On January 10, 1977, Conroy Corporation ac­
quired 1,000 shares of Alva Corporation common stock 
at $70 per share as a short-term investment. On that 
date Alva had 100,000 shares issued and outstanding. 
On November 1, 1977, Alva declared and paid cash 
dividends of $2 per share on its outstanding common 
stock. On December 31, 1977, the market value of 
Alva’s common stock was $62 per share. At what value 
should Conroy report the investment in common stock 
of Alva on its December 31, 1977, balance sheet?
a. $60,000.
b. $62,000.
c. $68,000.
d. $70,000.
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5. The Amlin Corporation was incorporated on 
January 1, 1977, with the following authorized capital­
ization:
20,000 shares of common stock, no par value, 
stated value $40 per share.
5,000 shares of 5% cumulative preferred stock, 
par value $10 per share.
During 1977 Amlin issued 12,000 shares of common 
stock for a total of $600,000 and 3,000 shares of 
preferred stock at $16 per share. In addition, on 
December 20, 1977, subscriptions for 1,000 shares of 
preferred stock were taken at a purchase price of $17. 
These subscribed shares were paid for on January 2, 
1978. What should Amlin report as total contributed 
capital on its December 31, 1977, balance sheet?
a. $520,000.
b. $648,000.
c. $665,000.
d. $850,000.
6. On August 1 ,  1978, Bamco Corporation purchased 
a new machine on a deferred payment basis. A down 
payment of $1,000 was made and 4 monthly install­
ments of $2,500 each are to be made beginning on 
September 1, 1978. The cash equivalent price of the 
machine was $9,500. Bamco incurred and paid instal­
lation costs amounting to $300. The amount to be 
capitalized as the cost of the machine is
a. $9,500.
b. $9,800.
c. $11,000.
d. $11,300.
7. The owners of the Zoot Suit Clothing Store are 
contemplating selling the business to new interests. 
The cumulative earnings for the past 5 years amounted 
to $450,000 including extraordinary gains of $10,000. 
The annual earnings based on an average rate of return 
on investment for this industry would have been 
$76,000. If excess earnings are to be capitalized at 
10%, then implied goodwill should be
a. $120,000.
b. $140,000.
c. $440,000.
d. $450,000.
8. On July 1, 1976, Carol Corporation purchased 
factory equipment for $25,000. Salvage value was 
estimated to be $1,000. The equipment will be 
depreciated over ten years using the double-declining- 
balance method. Counting the year of acquisition as 
one-half year, Carol should record depreciation 
expense for 1977 on this equipment of
a. $3,840.
b. $4,500.
c. $4,800.
d. $5,000.
9. The Gunther Company acquired a tract of land 
containing an extractable natural resource. Gunther 
is required by its purchase contract to restore the land 
to a condition suitable for recreational use after it has 
extracted the natural resource. Geological surveys 
estimate that the recoverable reserves will be 4,000,000 
tons, and that the land will have a value of $1,000,000 
after restoration. Relevant cost information follows:
Land $9,000,000
Estimated restoration costs 1,200,000
If Gunther maintains no inventories of extracted ma­
terial, what should be the charge to depletion expense 
per ton of extracted material?
a. $2.00.
b. $2.25.
c. $2.30.
d. $2.55.
10. On February 1, 1977, Reflection Corporation pur­
chased a parcel of land as a factory site for $50,000. 
An old building on the property was demolished, and 
construction began on a new building which was com­
pleted on November 1, 1977. Costs incurred during 
this period are listed below:
Demolition of old building 
Architect's fees
Legal fees for title investigation and 
purchase contract 
Construction costs
$ 4,000 
10,000
2,000
500,000
(Salvaged materials resulting from demolition 
were sold for $1,000.)
Reflection should record the cost of the land and new 
building respectively as
a. $52,000 and $513,000.
b. $53,000 and $512,000.
c. $53,000 and $510,000.
d. $55,000 and $510,000.
11. On January 1, 1976, Kent Corporation purchased 
a machine for $50,000. Kent paid shipping expenses of 
$500 as well as installation costs of $1,200. The machine 
was estimated to have a useful life of ten years and an 
estimated salvage value of $3,000. In January 1977 
additions costing $3,600 were made to the machine in 
order to comply with pollution control ordinances. 
These additions neither prolonged the life of the 
machine nor did they have any salvage value. If Kent 
records depreciation under the straight-line method, 
depreciation expense for 1977 is
a. $4,870.
b. $5,170.
c. $5,270.
d. $5,570.
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12. The following data were available from the
records of Johlson’s Department Store for the year 
ended December 31, 1977:
A t Cost A t Retail
Merchandise inventory, 
January 1 , 1977 
Purchases 
Markups 
Markdowns 
Sales
$ 90,000 
330,000
$130,000
460,000 
10,000 
40,000
480,000
Using the retail method, an estimate of the merchan­
dise inventory at December 31, 1977, valued at the 
lower of cost or market, would be
a. $56,000.
b. $60,000.
c. $80,000.
d. $110,000.
13. Buildit Construction Corporation contracted to 
construct a building for $400,000. Construction began 
in 1976 and was completed in 1978. Data relating to 
the contract are summarized below:
Year ended 
December 31,
Costs incurred 
Estimated costs to complete
1976
$200,000
100,000
1977
$110,000
Buildit uses the percentage-of-completion method as 
the basis for income recognition. For the years ended 
December 31, 1976, and 1977, respectively, Buildit 
should report income of
a. $0 and $90,000.
b. $45,000 and $45,000.
c. $66,667 and $23,333.
d. $90,000 and $0.
Items 14 and 15 are based on the following in­
formation:
The Johnson Corporation adopted a pension plan 
in 1976 on a funded, noncontributory basis. Johnson 
elected to amortize past service costs over twelve years 
and to fund past service costs over ten years. Normal 
costs are to be funded as incurred each year. The 
following schedule reflects both amortization of the 
past service cost and funding for the years 1976 and 
1977.
1976 1977
12-year accrual $100,000 $100,000
Reduction for interest — 835
Past service pension cost 100,000 99,165
10-year funding 113,909 113,909
Balance sheet—deferred charge:
Balance 13,909 28,653
Increase 13,909 14,744
14. If normal cost for 1976 was $70,000, Johnson 
should record pension expense in 1976 of
a. $70,000.
b. $113,909.
c. $170,000.
d. $183,909.
15. If normal cost in 1977 was $75,000, the entry that 
Johnson should make in 1977 to record pension expense 
and funding is
Debit Credit
a.
b.
c.
d.
Pension expense $100,000
Deferred charge — 
funding in excess 
of costs 13,909
Cash $113,909
Pension expense 
(normal cost) $ 75,000
Pension expense 
(past service) 99,165
Deferred charge — 
funding in excess 
of costs 14,744
Cash $188,909
Pension expense $175,000
Deferred charge — 
funding in excess 
of costs 13,909
Cash $188,909
Pension expense 
(normal cost) $ 75,000
Pension expense 
(past service) 100,000
Deferred charge — 
funding in excess 
of costs 14,744
Cash $189,744
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16. The Avec Company’s account balances at 
December 31, 1977, for accounts receivable and the 
related allowance for uncollectible accounts were 
$800,000 and $40,000 respectively. An aging of ac­
counts receivable indicated that $71,100 of the 
December 31 receivables may be uncollectible. The net 
realizable value of accounts receivable was
a. $688,900.
b. $728,900.
c. $760,000.
d. $768,900.
18. In the preparation of a revised comparative state­
ment of income, Worth should report under the caption 
“ Discontinued Operations’’ for 1977 and 1976, respec­
tively
a. A loss of $320,000 and a loss of $250,000.
b. A loss of $160,000 and a loss of $125,000.
c. Income of $130,000 and a loss of $250,000.
d. Income of $65,000 and a loss of $125,000.
Items 17 and 18 are based on the following in­
formation:
The following condensed statement of income of 
Worth Corporation, a diversified company, is presented 
for the two years ended December 31, 1977, and 1976:
Net sales 
Cost of sales
Gross profit 
Operating expenses
Operating income 
Gain on sale of division 
Income before income taxes 
Provision for income taxes
Net income
1977 1976
$5,000,000 $4,800,000
3,100,000 3,000,000
1,900,000 1,800,000
1,100,000 1,200,000
800,000 600,000
450,000 —
1,250,000 600,000
625,000 300,000
$ 625,000 $ 300,000
On January 1, 1977, Worth entered into an agree­
ment to sell for $1,600,000 the assets and product line 
of one of its separate operating divisions. The sale 
was consummated on December 31, 1977, and resulted 
in a pre tax gain on disposition of $450,000. This divi­
sion’s contribution to Worth’s reported operating in­
come before income taxes for each year was as follows:
1977
1976
$(320,000) loss 
$(250,000) loss
Number 2 (Estimated time----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of corpora­
tions and partnerships. Use a soft pencil, preferably No. 
2, to blacken the appropriate circle on the separate 
printed answer sheet to indicate your answer. The 
answers should be selected in accordance with the cur­
rent Internal Revenue Code and Tax Regulations. Mark 
only one answer for each item. Answer all items. Your 
grade will be based on your total correct answers.
Items to be Answered
19. The Tempest Corporation, not a dealer in se­
curities, had accumulated earnings and profits of 
$75,000 at the beginning of 1977. The earnings and 
profits for 1977 were $25,000. On October 15, 1977, 
Tempest distributed to its shareholders as a dividend, 
marketable securities having a fair market value of 
$12,000. The securities had cost $7,000. As a result 
of the distribution, accumulated earnings and profits 
were
a. Increased by $5,000.
b. Decreased by $5,000.
c. Decreased by $7,000.
d. Decreased by $12,000.
20. In 1977, its first year of operation, the Champion 
Corporation, not a dealer in securities, realized taxable 
income of $64,000 from the operation of its business. 
In addition to its regular business operations, it real­
ized the following gains and losses from the sale of 
marketable securities:
Assume an income tax rale of 50%.
17. In the preparation of a revised comparative state­
ment of income, Worth should report income from 
continuing operations (after income taxes) for 1977 
and 1976, respectively, amounting to
a. $560,000 and $300,000.
b. $560,000 and $425,000.
c. $625,000 and $300,000.
d. $625,000 and $425,000.
Short-term capital gain 
Short-term capital loss 
Long-term capital gain 
Long-term capital loss
$ 5,000 
( 2,000) 
6,000 
(16,000)
What is Champion’s total taxable income for 1977?
a. $57,000.
b. $62,000.
c. $64,000.
d. $75,000.
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21. The Guardian Corporation, not a dealer in secu­
rities, owned marketable securities that had an ad­
justed basis of $150,000. On June 30, 1977, when the 
market value of these securities rose to $180,000, 
Guardian distributed these securities to its share­
holders. As a result of this distribution, Guardian 
should report
a. No gain on the distribution.
b. Ordinary income of $30,000.
c. A capital gain of $30,000.
d. A capital gain of $180,000.
22. In 1977 Jonna Corporation sold some excess 
property for $2,500 to John Moll, an individual and one 
of its minority shareholders. On the date of sale the 
property had a fair market value of $6,000 and an ad­
justed basis of $4,000. Jonna must report a property 
distribution of
a. $1,500.
b. $2,000.
c. $2,500.
d. $3,500.
23. In January 1977 Marlin and Louis formed a part­
nership with each contributing $75,000 cash. The 
partnership agreement provided that Martin would 
receive a guaranteed salary of $20,000 and that part­
nership profits and losses (computed after deducting 
Martin’s salary) would be shared equally. For the 
year ended December 31, 1977, the partnership’s 
operations resulted in a loss of $18,000 after payment 
of Martin’s salary. The partnership had no outstand­
ing liabilities as of December 31, 1977. What is the 
amount of Martin’s partnership basis as of 
December 31, 1977?
a. $46,000.
b. $66,000.
c. $76,000.
d. $86,000.
24. Logo Corporation’s net income per books was 
$150,000 for the year 1977 after recording amortiza­
tion of organization costs. Organization costs of $70,000 
incurred at the organization date two years earlier are 
being written off over a ten-year period on the financial 
statements, and over the minimum period for income 
tax purposes. Assuming that there were no other recon­
ciling items, what is Logo’s taxable income for 1977?
a. $136,000.
b. $143,000.
c. $150,000.
d. $157,000.
25. For its tax year ended December 31, 1977, Kind 
Corporation had taxable income of $90,000 before 
deducting contributions to charitable organizations. 
Kind had a contribution carryover of $3,000 from 1976 
and actually made contributions of $2,000 during 1977. 
Assuming that there were no special deductions, what 
can Kind deduct as contributions for 1977?
a. $4,250.
b. $4,400.
c. $4,500.
d. $5,000.
26. The partnership of Luchen and Kup reported 
the following elements of net income for the year ended 
December 31, 1977:
Operating income 
Long-term capital gains 
Dividends received on investments 
in domestic corporations
Net income
$150,000
4,000
2,000 
$156,000
Included in the determination of operating in­
come were charitable contributions of $1,000 and de­
ductible guaranteed payments to partners of $60,000. 
What is the ordinary income of the partnership for 
1977?
a. $151,000.
b. $155,000.
c. $211,000.
d. $212,000.
27. In order for a corporation to elect subchapter S 
status, the corporation should
a. Have only individuals or corporations as its 
shareholders.
b. Not have more than one class of stock.
c. Have no more than twenty shareholders.
d. Require that its shareholders adopt the same 
taxable year as itself.
28. In 1977, its first year of operation, Commerce 
Corporation had a gross profit from operations of 
$360,000 and deductions of $500,000 excluding any 
special deductions. Commerce also received dividends 
of $100,000 from unaffiliated domestic corporations. 
What is the net operating loss, for 1977?
a. $34,000.
b. $40,000.
c. $55,000.
d. $125,000.
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29. The Taggart Corporation, a calendar-year com­
pany, has operated as a subchapter S corporation for 
the past two years. At December 31, 1976, Taggart 
had undistributed taxable income of $25,000. For the 
year ended December 31, 1977, it had taxable income 
and current earnings and profits of $130,000. During 
1977 Taggart made four distributions in cash to its 
ten equal stockholders who are also on a calendar-year 
basis. The cash distributions to stockholders were as 
follows:
January 8 ,  1977 
March 10, 1977 
June 15, 1977 
November 1 , 1977
$ 12,000 
18,000
35,000
40,000
$105,000
For the calendar year 1977, what amount should be 
included in each stockholder’s gross income from 
Taggart?
a. $7,500.
b. $10,500.
c. $13,000.
d. None of the above.
30. Edward owns a 70% interest in the capital and 
profits of the partnership of Edward and Moore. Dur­
ing 1977 Edward purchased a piece of surplus 
machinery from the partnership for $5,000. On the date 
of sale the machinery had an adjusted basis to the part­
nership of $8,000. For the year ended December 31, 
1977, the partnership’s net income was $50,000 after 
recording the loss on sale of machinery. Assuming that 
there were no other partnership items to be specially 
reported, what is Edward’s distributive share of the 
partnership’s taxable income for 1977?
a. $35,000.
b. $35,630.
c. $36,470.
d. $37,100.
31. During 1977 Simon Manufacturing Corporation, 
in need of additional factory space, exchanged 5,000 
shares of its common stock with a par value of $50,000 
for a building with a fair market value of $60,000. On 
the date of the exchange the stock had a market value 
of $65,000. For 1977, how much and what type of gain 
or loss should Simon report on this transaction?
a. No gain or loss.
b. $5,000 capital loss.
c. $10,000 capital gain.
d. $10,000 section 1231 gain.
32. For the year ended December 31, 1977, the Lewis 
Corporation reported net income per books of $250,000. 
The following items were included in the determination 
of net income:
State corporate income tax refunds $ 4,000
Interest income on tax-exempt 
municipal securities 15,000
Loss on sale of land acquired in 1975 
for investment 20,000
Interest expense on loan to purchase 
tax-exempt municipal securities 8,000
Provision for federal income taxes 200,000
What is the taxable income of Lewis for 1977?
a. $270,000.
b. $450,000.
c. $459,000.
d. $463,000.
33. The accumulated earnings tax imposed on corpo­
rations for improper accumulation of earnings in ex­
cess of reasonable needs does not apply to
a. Closely-held corporations.
b. Widely-held corporations.
c. Personal holding companies.
d. None of the above.
34. On December 31, 1977, Topic Corporation sold 
machinery for $24,000. The machinery which had been 
purchased on January 1, 1973, for $20,000 had an ad­
justed basis of $14,000 on the date of sale. For 1977 
Topic should report
a. Ordinary income of $10,000.
b. A section 1231 gain of $10,000.
c. A section 1231 gain of $6,000 and ordinary 
income of $4,000.
d. A section 1231 gain of $4,000 and ordinary 
income of $6,000.
35. On January 1, 1977, Dodge Corporation acquired 
machinery for $30,000. The machinery had an esti­
mated useful life of ten years and salvage value was 
estimated at $3,000. If Dodge uses the straight-line 
method of depreciation, the maximum amount of de­
preciation that Dodge can deduct for 1977 is
a. $4,500.
b. $4,800.
c. $8,100.
d. $8,400.
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Number 3 (Estimated time----- 50 to 60 minutes)
The Noble Corporation is in the process of negoti­
ating a loan for expansion purposes. The books and 
records have never been audited and the bank has 
requested that an audit be performed. Noble has pre­
pared the following comparative financial statements 
for the years ended December 31, 1977, and 1976:
BALANCE SHEET
As o f December 31, 1977 and 1976
Assets
Current Assets 
Cash
Accounts receivable 
Allowance for 
uncollectible accounts 
Marketable securities, 
at cost
Merchandise inventory 
Total current assets
Fixed Assets 
Property, plant and 
equipment
Accumulated depreciation 
Total fixed assets 
Total assets
Liabilities and Stockholders’ 
Equity 
Liabilities 
Accounts payable
Stockholders’ equity 
Common stock, par value 
$10, authorized 50,000 
shares, issued and out­
standing 20,000 shares 
Retained earnings
Total stockholders’ equity
Total liabilities and stock­
holders’ equity
1977 1976
$ 163,000 $ 82,000
392,000 296,000
(37,000) (18,000)
78,000 78,000
207,000 202,000
803,000 640,000
167,000 169,500
(121,600) (106,400)
45,400 63,100
$ 848,400 $ 703,100
$ 121,400 $ 196,100
260,000 260,000
467,000 247,000
727,000 507,000
$ 848,400 $ 703,100
STATEMENT OF INCOME
For the Years Ended December 31, 1977 and 1976
1977 1976
Sales $1,000,000 $900,000
Cost of sales 430,000 395,000
Gross profit 570,000 505,000
Operating expenses 210,000 205,000
Administrative expenses 140,000 105,000
350,000 310,000
Net income $ 220,000 $195,000
During the course of the audit, the following ad­
ditional facts were determined:
1. An analysis of collections and losses on ac­
counts receivable during the past two years indicates 
a drop in anticipated losses due to bad debts. After 
consultation with management it was agreed that the 
loss experience rate on sales should be reduced from 
the recorded 2% to 1%, beginning with the year ended 
December 31, 1977.
2. An analysis of marketable securities revealed 
that this investment portfolio consisted entirely of 
short-term investments in marketable equity securities 
that were acquired in 1976. The total market valuation 
for these investments as of the end of each year was 
as follows:
December 31 , 1976 $81,000
December 31 , 1977 $62,000
3. The merchandise inventory at December 31,
1976, was overstated by $4,000 and the merchandise in­
ventory at December 31, 1977, was overstated by 
$ 6 , 100.
4. On January 2, 1976, equipment costing $12,000
(estimated useful life of ten years and residual value of 
$1,000) was incorrectly charged to operating expenses. 
Noble records depreciation on the straight-line method. 
In 1977 fully depreciated equipment (with no residual 
value) that originally cost $17,500 was sold as scrap for 
$2,500. Noble credited the proceeds of $2,500 to
property and equipment.
5. An analysis of 1976 operating expenses revealed 
that Noble charged to expense a three-year insurance 
premium of $2,700 on January 15, 1976.
Required:
a. Prepare the journal entries to correct the books at 
December 31, 1977. The books for 1977 have not been 
closed. Ignore income taxes.
b. Prepare a schedule showing the computation of 
corrected net income for the years ended December 31, 
1977 and 1976, assuming that any adjustments are to be 
reported on comparative statements for the two years. 
The first items on your schedule should be the net 
income for each year. Ignore income taxes. (Do not 
prepare financial statements.)
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Number 4 consists of two unrelated parts.
Part a. The Scarborough Corporation manufac­
tures and sells two products, Thingone and Thingtwo. 
In July 1977, Scarborough’s budget department 
gathered the following data in order to project sales and 
budget requirements for 1978.
Number 4 (Estimated tim e------40 to 50 minutes)
1978 Projected Sales: 
Product
Thingone
Thingtwo
Units
60,000
40,000
1978 Inventories - in units: 
Expected
Price
70
$100
Desired
Product January I, 1978 December 31, 1978
Thingone
Thingtwo
20,000
8,000
25,000
9,000
In order to produce one unit of Thingone and 
Thingtwo, the following raw materials are used:
Raw Material Unit
Amount used per unit 
Thingone Thingtwo
A lbs. 4 5
B lbs. 2 3
C each 1
Projected data for 1978 with respect to raw materials
is as follows:
Expected Desired
Anticipated Inventories Inventories
Raw Purchase January 1, December 31,
Material Price 1978 1978
A $8 32,000 lbs. 36,000 lbs.
B $5 29,000 lbs. 32,000 lbs.
C $3 6,000 each 7,000 each
Projected direct labor requirements for 1978 and 
rates are as follows:
Product Hours per unit Rate per hour
Required:
Based upon the above projections and budget re­
quirements for 1978 for Thingone and Thingtwo, 
prepare the following budgets for 1978:
1. Sales budget (in dollars)
2. Production budget (in units)
3. Raw materials purchase budget (in quantities)
4. Raw materials purchase budget (in dollars)
5. Direct labor budget (in dollars)
6. Budgeted finished goods inventory at 
December 31, 1978 (in dollars)
Part b. The Felix Manufacturing Company uses a 
process-cost system to account for the costs of its only 
product known as “ Nino.” Production begins in the 
fabrication department where units of raw material are 
molded into various connecting parts. After fabrication 
is complete, the units are transferred to the assembly 
department. There is no material added in the assembly 
department. After assembly is complete, the units are 
transferred to the packaging department where the units 
are packaged for shipment. At the completion of this 
process the units are complete and they are transferred 
to the shipping department.
At year end, December 31, 1977, the following inven­
tory of “ Nino’s” is on hand:
•  No unused raw material or packing material.
•  Fabrication department: 6,000 units, 25% 
complete as to raw material and 40% complete as to 
direct labor.
•  Assembly department: 10,000 units, 75% com­
plete as to direct labor.
•  Packaging department: 3,000 units, 60% com­
plete as to packing material and 75% complete as to 
direct labor.
•  Shipping department: 8,000 units.
Required:
Prepare in proper form schedules showing the follow­
ing at December 31, 1977:
1. The number of equivalent units of raw material 
in all inventories.
2. The number of equivalent units of fabrication 
department direct labor in all inventories.
3. Number of equivalent units of packaging 
department material and direct labor in the packaging 
department inventory.
Thingone
Thingtwo
$3
$4
Overhead is applied at the rate of $2 per direct labor 
hour.
72
Accounting Practice—Part I I
Presented below is the current funds balance sheet of Burnsville University as of the end of its fiscal year ended June 
30, 1977
Burnsville University 
CURRENT FUNDS BALANCE SHEET 
June 30, 1977
Number 5 (Estimated tim e------50 to 60 minutes)
Assets Liabilities and Fund Balances
Current Funds: 
Unrestricted:
Cash
Accounts receivable- 
student tuition and 
fees, less allowance 
for doubtful ac­
counts of $9,000 
State appropriations 
receivable
$210,000
  341,000
75,000 $626,000
Current Funds: 
Unrestricted: 
Accounts payable 
Deferred revenues 
Fund balances
$ 45,000
66,000
515,000 $626,000
Restricted:
Cash
Investments
7,000
60,000 67,000
Restricted:
Fund Balances 67,000
Total current funds $693,000 Total current funds $693,000
The following transactions presented below oc­
curred during the fiscal year ended June 30, 1978:
1. On July 7, 1977, a gift of $100,000 was re­
ceived from an alumnus. The alumnus requested that 
one half of the gift be used for the purchase of books 
for the university library and the remainder be used for 
the establishment of a scholarship fund. The alumnus 
further requested that the income generated by the 
scholarship fund be used annually to award a scholar­
ship to a qualified disadvantaged student. On July 20,
1977, the board of trustees resolved that the funds of the 
newly established scholarship fund would be invested in 
savings certificates. On July 21, 1977, the savings cer­
tificates were purchased.
2. Revenue from student tuition and fees ap­
plicable to the year ended June 30, 1978, amounted to 
$1,900,000. Of this amount, $66,000 was collected in 
the prior year and $1,686,000 was collected during the 
year ended June 30, 1978. In addition, at June 30, 1978, 
the university had received cash of $158,000 represent­
ing fees for the session beginning July 1, 1978.
3. During the year ended June 30, 1978, the 
university had collected $349,000 of the outstanding ac­
counts receivable at the beginning of the year. The 
balance was determined to be uncollectible and was 
written off against the allowance account. At June 30,
1978, the allowance account was increased by $3,000.
4. During the year interest charges of $6,000 were 
earned and collected on late student fee payments.
5. During the year the state appropriation was 
received. An additional unrestricted appropriation of 
$50,000 was made by the state, but had not been paid to
the university as of June 30, 1978.
6. An unrestricted gift of $25,000 cash was re­
ceived from alumni of the university.
7. During the year investments of $21,000 were 
sold for $26,000. Investment income amounting to 
$1,900 was received.
8. During the year unrestricted operating ex­
penses of $1,777,000 were recorded. At June 30, 1978, 
$59,000 of these expenses remained unpaid.
9. Restricted current funds of $13,000 were 
spent for authorized purposes during the year.
10. The accounts payable at June 30, 1977, were 
paid during the year.
11. During the year, $7,000 interest was earned 
and received on the savings certificates purchased in ac­
cordance with the board of trustees resolution, as 
discussed in item 1.
Required:
a. Prepare journal entries to record in summary 
the above transactions for the year ended June 30, 1978. 
Each journal entry should be numbered to correspond 
with the transaction described above.
Your answer sheet should be organized as follows:
Current Funds 
Unrestricted Restricted
Endowment
Fund
Accounts Dr. Cr. Dr. Cr. Dr.
b. Prepare a statement of changes 
balances for the year ended June 30, 1978.
Cr.
in fund
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining bonds of all the states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN AUDITING
November 2, 1978; 8:30 A.M. to 12:00 M
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 .....................
No. 2 .....................
No. 3 .....................
No. 4 .....................
No. 5 .....................
Total........... .
Estimated Minutes 
Minimum Maximum
90 110
15 25
15 25
15 25
15 25
150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Answer all items. Your grade will be 
based on your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. Count client petty-cash funds.
Answer Sheet
96.  
Items to be Answered
1. Morgan, CPA, is the principal auditor for a 
multinational corporation. Another CPA has examined 
and reported on the financial statements of a signifi­
cant subsidiary of the corporation. Morgan is satisfied 
with the independence and professional reputation of 
the other auditor, as well as the quality of the other 
auditor’s examination. With respect to Morgan’s report 
on the financial statements, taken as a whole, Morgan
a. Must not refer to the examination of the 
other auditor.
b. Must refer to the examination of the other 
auditor.
c. May refer to the examination of the other 
auditor.
d. May refer to the examination of the other 
auditor, in which case Morgan must include 
in the auditor’s report on the consolidated 
financial statements, a qualified opinion with 
respect to the examination of the other 
auditor.
2. Which of the following is an effective internal 
accounting control over cash payments?
a. Signed checks should be mailed under the 
supervision of the check signer.
b. Spoiled checks which have been voided 
should be disposed of immediately.
c. Checks should be prepared only by persons 
responsible for cash receipts and cash dis­
bursements.
d. A check-signing machine with two signatures 
should be utilized.
Number 1 (Estimated tim e------90 to 110 minutes) 3. When reporting on comparative financial state­
ments the auditor’s report should include a consistency 
exception when the financial statements of the current 
year include
a. A change in the format and presentation of 
the statement of changes in financial position 
from a cash concept to a working capital 
concept.
b. A change in the estimated salvage value of 
several assets.
c. A change in the income statement classifica­
tion of an expense account from “ Other 
Expenses’’ to “ Selling Expenses.’’
d. A change in the inventory pricing to correct 
a mathematical error in the total value of the 
opening inventory.
4. When considering internal control, an auditor 
must be aware of the concept of reasonable assurance 
which recognizes that
a. The employment of competent personnel pro­
vides assurance that the objectives of internal 
control will be achieved.
b. The establishment and maintenance of a 
system of internal control is an important 
responsibility of the management and not of 
the auditor.
c. The cost of internal control should not exceed 
the benefits expected to be derived from 
internal control.
d. The segregation of incompatible functions 
is necessary to obtain assurance that the in­
ternal control is effective.
5. Nonaccounting data included in a long-form 
report have been subjected to auditing procedures. The 
auditor’s report should state this fact and should 
explain that the nonaccounting data are presented for 
analysis purposes. In addition, the auditor’s report 
should state whether the nonaccounting data are
a. Beyond the scope of the normal engagement 
and therefore, not covered by the opinion on 
the financial statements.
b. Within the framework of generally accepted 
auditing standards, which apply to the finan­
cial statements, taken as a whole.
c. Audited, unaudited, or reviewed on a limited 
basis.
d. Fairly stated in all material respects in rela­
tion to the basic financial statements, taken 
as a whole.
6. Which of the following employees normally would 
be assigned the operating responsibility for designing 
an electronic data processing installation, including 
flowcharts of data processing routines?
a. Computer programmer.
b. Data processing manager.
c. Systems analyst.
d. Internal auditor.
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7. In pursuing its quality control objectives with 
respect to assigning personnel to engagements, a firm 
of independent auditors may use policies and pro­
cedures such as
a. Designating senior qualified personnel to 
provide advice on accounting or auditing 
questions throughout the engagement.
b. Requiring timely identification of the staffing 
requirements of specific engagements so 
that enough qualified personnel can be made 
available.
c. Establishing at entry levels a policy for re­
cruiting that includes minimum standards of 
academic preparation and accomplishment.
d. Requiring auditing personnel to have current 
accounting and auditing literature available 
for research and reference purposes through­
out the engagement.
8. An auditor should be familiar with a client’s 
electronic data processing hardware and software. An 
important element of the client’s software is the 
program. Another element of software is the
a. Cathode ray tube (CRT).
b. Central processing unit (CPU).
c. Magnetic tape drive.
d. Compiler.
9. When a client declines to make essential dis­
closures in the financial statements or in the footnotes, 
the independent auditor should
a. Provide the necessary disclosures in the 
auditor’s report and appropriately modify 
the opinion.
b. Explain to the client that an adverse opinion 
must be issued.
c. Issue an unqualified report and inform the 
stockholders of the improper disclosure in 
an “ unaudited” footnote.
d. Issue an opinion “ subject to” the client’s 
lack of disclosure of supplementary informa­
tion as explained in a middle paragraph of 
the report.
10. Of the following procedures which is the most 
important that an auditor should use when making an 
overall, review of the income statement?
a. Select sales and expense items and trace 
amounts to related supporting documents.
b. Compare actual revenues and expenses with 
the corresponding figures of the previous 
year and investigate significant differences.
c. Obtain from the proper client representa­
tives, inventory certificates for the beginning 
and ending inventory amounts that were used 
to determine cost of sales.
d. Ascertain that the net income amount in the 
statement of changes in financial position 
agrees with the net income amount in the 
income statement.
11. When an on-line, real-time (OLRT) electronic data 
processing system is in use, internal control can be 
strengthened by
a. Providing for the separation of duties be­
tween keypunching and error listing opera­
tions.
b. Attaching plastic file protection rings to reels 
of magnetic tape before new data can be 
entered on the file.
c. Preparing batch totals to provide assurance 
that file updates are made for the entire 
input.
d. Making a validity check of an identification 
number before a user can obtain access to 
the computer files.
12. A client’s procurement system ends with the 
assumption of a liability and the eventual payment of 
the liability. Which of the following best describes the 
auditor’s primary concern with respect to liabilities 
resulting from the procurement system?
a. Accounts payable are not materially under­
stated.
b. Authority to incur liabilities is restricted to 
one designated person.
c. Acquisition of materials is not made from 
one vendor or one group of vendors.
d. Commitments for all purchases are made only 
after established competitive bidding pro­
cedures are followed.
13. A CPA has a financial interest in a corporation 
and is associated with that corporation’s unaudited 
financial statements. Under such circumstances the 
CPA’s report should state that the CPA is not indepen­
dent with respect to the corporation and should include
a. A statement that the financial statements 
were unaudited and accordingly the CPA 
does not express an opinion on the financial 
statements.
b. A description of the reasons for the CPA’s 
lack of independence and a disclaimer of 
opinion on the financial statements.
c. A statement that each page of the financial 
statements is “ unaudited” and a qualified 
opinion on the financial statements.
d. A description of the reasons for the CPA’s 
lack of independence and a qualified opinion 
on the financial statements.
14. Use of the ratio estimation sampling technique 
to estimated dollar amounts is Inappropriate when
a. The total book value is known and corre­
sponds to the sum of all the individual book 
values.
b. A book value for each sample item is un­
known.
c. There are some observed differences between 
audited values and book values.
d. The audited values are nearly proportional 
to the book value.
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15. When a principal auditor decides to make refer­
ence to the examination of another auditor, the prin­
cipal auditor’s report should clearly indicate the
a. Principal auditor’s qualification on the over­
all fairness of the financial statements, taken 
as a whole, “ subject to’’ the work and report 
of the other auditor.
b. Procedures that were performed by the other 
auditor in connection with the other auditor’s 
examination.
c. Division of responsibility between that por­
tion of the financial statements covered by 
the examination of the principal auditor and 
that covered by the examination of the other 
auditor.
d. Procedures that were performed by the prin­
cipal auditor to obtain satisfaction as to the 
reasonableness of the examination of the 
other auditor.
16. When the report of a principal auditor makes 
reference to the examination made by another auditor, 
the other auditor may be named if express permission 
to do so is given and
a. The report of the principal auditor names the 
other auditor in both the scope and opinion 
paragraphs.
b. The principal auditor accepts responsibility 
for the work of the other auditor.
c. The report of the other auditor is presented 
together with the report of the principal 
auditor.
d. The other auditor is not an associate or cor­
respondent firm whose work is done at the 
request of the principal auditor.
17. Which of the following is the best way for an 
auditor to determine that every name on a company’s 
payroll is that of a bona fide employee presently on the 
job?
a. Examine personnel records for accuracy and 
completeness.
b. Examine employees’ names listed on pay­
roll tax returns for agreement with payroll 
accounting records.
c. Make a surprise observation of the company’s 
regular distribution of paychecks.
d. Visit the working areas and confirm with 
employees their badge or identification 
numbers.
18. Governmental auditing often extends beyond 
examinations leading to the expression of opinion on 
the fairness of financial presentation and includes 
audits of efficiency, economy, effectiveness, and also
a. Accuracy.
b. Evaluation.
c. Compliance.
d. Internal control.
19. Confirmation of individual accounts receivable 
balances directly with debtors will, of itself, normally 
provide evidence concerning the
a. Collectibility of the balances confirmed.
b. Ownership of the balances confirmed.
c. Validity of the balances confirmed.
d. Internal control over balances confirmed.
20. Which of the following best describes the objec­
tive of the fourth standard of reporting, which requires 
that the auditor’s report shall either contain an ex­
pression of opinion regarding the financial statements, 
taken as a whole, or an assertion to the effect that an 
opinion cannot be expressed?
a. To protect the auditor against allegations 
that some portion of the financial statements 
includes a material misstatement.
b. To prevent misinterpretation of the degree of 
responsibility the auditor is assuming when 
the auditor’s name is associated with the 
financial statements.
c. To prevent the reader from assuming that 
an auditor will detect errors or irregularities 
that have a material effect on the financial 
statements.
d. To protect auditors who are not associated 
with financial statements and who do not 
lend their names to the financial statements.
21. One example of a “ special report,’’ as defined 
by Statements on Auditing Standards, is a report issued 
in connection with
a. A feasibility study.
b. A limited review of interim financial informa­
tion.
c. Price-level basis financial statements.
d. Compliance with a contractual agreement 
not related to the financial statements.
22. A CPA reviews a client’s payroll procedures. The 
CPA would consider internal control to be less than 
effective if a payroll department supervisor was as­
signed the responsibility for
a. Distributing payroll checks to employees.
b. Reviewing and approving time reports for 
subordinate employees.
c. Hiring subordinate employees.
d. Initiating requests for salary adjustments for 
subordinate employees.
23. Which of the following best describes the refer­
ence to the expression “ taken as a whole’’ in the fourth 
generally accepted auditing standard of reporting?
a. It applies equally to a complete set of finan­
cial statements and to each individual finan­
cial statement.
b. It applies only to a complete set of financial 
statements.
c. It applies equally to each item in each finan­
cial statement.
d. It applies equally to each material item in 
each financial statement.
77
Examination Questions— N ovem ber 1978
24. In connection with the audit of a current issue of 
long-term bonds payable, the auditor should
a. Determine whether bondholders are persons 
other than owners, directors, or officers of the 
company issuing the bond.
b. Calculate the effective interest rate to see 
if it is substantially the same as the rates for 
similar issues.
c. Decide whether the bond issue was made 
without violating state or local law.
d. Ascertain that the client has obtained the 
opinion of counsel on the legality of the issue.
25. It would be appropriate for the payroll accounting 
department to be responsible for which of the following 
functions?
a. Approval of employee time records.
b. Maintenance of records of employment, dis­
charges, and pay increases.
c. Preparation of periodic governmental reports 
as to employees’ earnings and withholding 
taxes.
d. Temporary retention of unclaimed employee 
paychecks.
26. In connection with the third generally accepted 
auditing standard of field work, an auditor examines 
corroborating evidential matter which includes all of 
the following except
a. Client accounting manuals.
b. Written client representations.
c. Vendor invoices.
d. Minutes of board meetings.
27. Below are the names of four CPA firms and 
pertinent facts relating to each firm. Unless otherwise 
indicated, the individuals named are CPAs and part­
ners, and there are no other partners. Which firm name 
and related facts indicates a violation of the AICPA 
Code of Professional Ethics?
a. Arthur, Barry, and Clark, CPAs (Clark died 
about five years ago; Arthur and Barry are 
continuing the firm).
b. Dave and Edwards, CPAs (The name of 
Fredricks, CPA, a third active partner, is 
omitted from the firm name).
c. Jones & Co., CPAs, P.C. (The firm is a pro­
fessional corporation and has ten other stock­
holders who are all CPAs).
d. George and Howard. CPAs (Howard died 
three years ago; George is continuing the firm 
as a sole proprietorship).
28. The primary responsibility for the adequacy of 
disclosure in the financial statements of a publicly held 
company rests with the
a. Partner assigned to the audit engagement.
b. Management of the company.
c. Auditor in charge of the field work.
d. Securities and Exchange Commission.
29. Subsequent events affecting the realization of 
assets ordinarily will require adjustment of the financial 
statements under examination because such events 
typically represent
a. The culmination of conditions that existed 
at the balance sheet date.
b. The final estimates of losses relating to casu­
alties occurring in the subsequent events 
period.
c. The discovery of new conditions occurring 
in the subsequent events period.
d. The preliminary estimate of losses relating 
to new events that occurred subsequent to 
the balance sheet date.
30. In which of the following circumstances would 
a CPA be bound by ethics to refrain from disclosing 
any confidential information obtained during the course 
of a professional engagement?
a. The CPA is issued a summons enforceable 
by a court order which orders the CPA to 
present confidential information.
b. A major stockholder of a client company 
seeks accounting information from the CPA 
after management declined to disclose the 
requested information.
c. Confidential client information is made avail­
able as part of a quality review of the CPA’s 
practice by a review team authorized by the 
AICPA.
d. An inquiry by a disciplinary body of a state 
CPA society requests confidential client in­
formation.
31. The auditor can best verify a client’s bond sinking 
fund transactions and year-end balance by
a. Recomputation of interest expense, interest 
payable, and amortization of bond discount 
or premium.
b. Confirmation with individual holders of 
retired bonds.
c. Confirmation with the bond trustee.
d. Examination and count of the bonds retired 
during the year.
32. Limitation on the scope of the auditor’s examina­
tion may require the auditor to issue a qualified opinion 
or to disclaim an opinion. Which of the following would 
generally be a limitation on the scope of the auditor’s 
examination?
a. The unavailability of sufficient competent 
evidential matter.
b. The engagement of the auditor to report on 
only one basic financial statement.
c. The examination of a subsidiary’s financial 
statements by an auditor other than the one 
who examines and reports on the consoli­
dated financial statements.
d. The engagement of the auditor after year 
end.
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33. Which of the following publications does not 
qualify as a statement of generally accepted account­
ing principles under the AICPA Code of Professional 
Ethics?
a. Accounting interpretations issued by the 
FASB.
b. Accounting interpretations issued by the 
AICPA.
c. AICPA Accounting Research Bulletins.
d. Statements of Financial Standards issued 
by the FASB.
34. Which of the following is an internal accounting 
control weakness related to factory equipment?
a. A policy exists requiring all purchases of 
factory equipment to be made by the depart­
ment in need of the equipment.
b. Checks issued in payment of purchases of 
equipment are not signed by the controller.
c. Factory equipment replacements are gener­
ally made when estimated useful lives, as in­
dicated in depreciation schedules, have ex­
pired.
d. Proceeds from sales of fully depreciated 
equipment are credited to other income.
35. Which of the following is a basic tool used by 
the auditor to control the audit work and review the 
progress of the audit?
a. Time and expense summary.
b. Engagement letter.
c. Progress flowchart.
d. Audit program.
36. With respect to a small company’s system of 
purchasing supplies, an auditor’s primary concern 
should be to obtain satisfaction that supplies ordered 
and paid for have been
a. Requested by and approved by authorized 
individuals who have no incompatible duties.
b. Received, counted, and checked to quan­
tities and amounts on purchase orders and 
invoices.
c. Properly recorded as assets and systemat­
ically amortized over the estimated useful 
life of the supplies.
d. Used in the course of business and solely 
for business purposes during the year under 
audit.
37. When erroneous data are detected by computer 
program controls, such data may be excluded from 
processing and printed on an error report. The error 
report should most probably be reviewed and followed 
up by the
a. Supervisor of computer operations.
b. Systems analyst.
c. EDP control group.
d. Computer programmer.
38. An auditor must obtain written client representa­
tions that normally should be signed by
a. The president and the chairperson of the 
board.
b. The treasurer and the internal auditor.
c. The chief executive officer and the chief 
financial officer.
d. The corporate counsel and the audit com­
mittee chairperson.
39. If, during the course of an annual audit of a 
publicly held manufacturing company, an independent 
auditor becomes aware of a material weakness in the 
company’s internal accounting control, the auditor is 
required to communicate the material weakness to
a. The senior management and the board of 
directors of the company.
b. The senior management of the company.
c. The board of directors of the company.
d. The audit committee of the board of directors.
40. The AICPA Code of Professional Ethics would 
be violated if a CPA accepted a fee for services and 
the fee was
a. Fixed by a public authority.
b. Based on a price quotation submitted in 
competitive bidding.
c. Determined, based on the results of judicial 
proceedings.
d. Payable after a specified finding was at­
tained.
41. Which of the following is the best audit procedure 
for determining the existence of unrecorded liabilities?
a. Examine confirmation requests returned by 
creditors whose accounts appear on a sub­
sidiary trial balance of accounts payable.
b. Examine a sample of cash disbursements in 
the period subsequent to year end.
c. Examine a sample of invoices a few days 
prior to and subsequent to year end to as­
certain whether they have been properly re­
corded.
d. Examine unusual relationships between 
monthly accounts payable balances and re­
corded purchases.
42. Which of the following best describes the primary 
reason for the auditor’s use of flowcharts during an 
audit engagement?
a. To comply with the requirements of general­
ly accepted auditing standards.
b. To classify the client’s documents and trans­
actions by major operating functions, e.g., 
cash receipts, cash disbursements, etc.
c. To record the auditor’s understanding of 
the client’s system of internal accounting 
control.
d. To interpret the operational effectiveness 
of the client’s existing organizational struc­
ture.
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43. Which of the following is the most important 
consideration of an auditor when examining the stock­
holders’ equity section of a client’s balance sheet?
a. Changes in the capital stock account are 
verified by an independent stock transfer 
agent.
b. Stock dividends and/or stock splits during 
the year under audit were approved by the 
stockholders.
c. Stock dividends are capitalized at par or 
stated value on the dividend declaration date.
d. Entries in the capital stock account can be 
traced to a resolution in the minutes of the 
board of directors’ meetings.
44. Which of the following best explains why ac­
counts payable confirmation procedures are not al­
ways used?
a. Inclusion of accounts payable balances on 
the liability certificate completed by the client 
allows the auditor to refrain from using con­
firmation procedures.
b. Accounts payable generally are insignificant 
and can be audited by utilizing analytic re­
view procedures.
c. The auditor may feel certain that the creditors 
will press for payment.
d. Reliable externally generated evidence sup­
porting accounts payable balances is gener­
ally available for audit inspection on the 
client’s premises.
45. Which of the following is generally included or 
shown in the auditor’s working papers?
a. The procedures used by the auditor to verify 
the personal financial status of members of 
the client’s management team.
b. Analyses that are designed to be a part of, 
or a substitute for, the client’s accounting 
records.
c. Excerpts from authoritative pronouncements 
that support the underlying generally accept­
ed accounting principles used in preparing 
the financial statements.
d. The manner in which exceptions and un­
usual matters disclosed by the auditor’s pro­
cedures were resolved or treated.
46. Which of the following would lessen internal 
control in an electronic data processing system?
a. The computer librarian maintains custody 
of computer program instructions and de­
tailed listings.
b. Computer operators have access to operator 
instructions and detailed program listings.
c. The control group is solely responsible for 
the distribution of all computer output.
d. Computer programmers write and debug 
programs which perform routines designed 
by the systems analyst.
47. A company includes selected interim financial 
information in a note to its annual financial statements. 
The independent auditor has made a limited review 
of the information and is satisfied with its presentation. 
Under these circumstances, the auditor’s report on 
the annual financial statements
a. Should be modified to make reference to 
the limited review and the selected interim 
financial information.
b. Need not be modified to make reference to 
the limited review but should be modified 
to make reference to the selected financial 
information.
c. Should be modified to make reference to the 
limited review but not the selected interim 
financial information.
d. Need not be modified to make reference to 
the limited review or the selected interim 
financial information.
48. If an auditor wishes to issue a qualified opinion 
because the financial statements include a departure 
from generally accepted accounting principles, the 
auditor’s report should have an explanatory para­
graph referring to a footnote that discloses the prin­
cipal effects of the subject matter of the qualification. 
The qualification should be referred to in the opinion 
paragraph by using language such as
a. “ With the exception of.’’
b. “ When read in conjunction with the foot­
notes.’’
c. “ With the foregoing explanation.’’
d. “ Subject to the departure explained in the 
footnotes.’’
49. When considering the effectiveness of a system 
of internal accounting control, the auditor should rec­
ognize that inherent limitations do exist. Which of 
the following is an example of an inherent limitation 
in a system of internal accounting control?
a. The effectiveness of procedures depends 
on the segregation of employee duties.
b. Procedures are designed to assure the exe­
cution and recording of transactions in ac­
cordance with management’s authorization.
c. In the performance of most control pro­
cedures, there are possibilities of errors 
arising from mistakes in judgment.
d. Procedures for handling large numbers of 
transactions are processed by electronic 
data processing equipment.
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50. If the independent auditor decides that the work 
performed by internal auditors may have a bearing on 
the independent auditor’s own procedures, the indepen­
dent auditor should consider the objectivity of the inter­
nal auditors. One method of judging objectivity is to
a. Review the recommendations made in the 
reports of internal auditors.
b. Examine, on a test basis, documentary evi­
dence of the work performed by internal 
auditors.
Inquire of management about the qualifica­
tions of the internal audit staff.
Consider the client’s practices for hiring, 
training, and supervising the internal audit 
staff.
c.
d.
53. If the auditor discovers that the carrying amount 
of a client’s investments is overstated because of a loss 
in value which is other than a temporary decline in 
market value, the auditor should insist that
a. The approximate market value of the invest­
ments be shown on the face of the balance 
sheet.
b. The investments be classified as long term 
for balance sheet purposes with full dis­
closure in the footnotes.
c. The loss in value be recognized in the finan­
cial statements of the client.
d. The equity section of the balance sheet 
separately show a charge equal to the amount 
of the loss.
51. The independent auditor should acquire an un­
derstanding of the internal audit function as it relates 
to the independent auditor’s study and evaluation of 
internal accounting control because
a. The audit programs, working papers, and 
reports of internal auditors can often be used 
as a substitute for the work of the independ­
ent auditor’s staff.
b. The procedures performed by the internal 
audit staff may eliminate the independent 
auditor’s need for an extensive study and 
evaluation of internal control.
c. The work performed by internal auditors 
may be a factor in determining the nature, 
timing, and extent of the independent audi­
tor’s procedures.
d. The understanding of the internal audit func­
tion is an important substantive test to be 
performed by the independent auditor.
52. Which of the following best describes the distin­
guishing feature of statistical sampling?
a. It provides for measuring mathematically 
the degree of uncertainty that results from 
examining only a part of the data.
b. It allows the auditor to have the same degree 
of confidence as with judgment sampling 
but with substantially less work.
c. It allows the auditor to substitute sampling 
techniques for audit judgment.
d. It provides for measuring the actual misstate­
ments in financial statements in terms of 
reliability and precision.
54. Rogers, a CPA, not in public practice, works as 
an internal auditor for a large conglomerate. The 
management of the conglomerate asked Rogers to 
perform an examination and report on a potential ac­
quisition. Rogers’ report will be used by the manage­
ment for internal purposes. Under these circumstances, 
how should Rogers sign the report?
a. Rogers, CPA.
b. Rogers, CPA (Internal Auditor).
c. Rogers, Internal Auditor.
d. Rogers, Internal Auditor (CPA).
55. If an auditor, planning to use statistical sampling, 
is concerned with the number of a client’s sales in­
voices that contain mathematical errors, the auditor 
would most likely utilize
a. Random sampling with replacement.
b. Sampling for attributes.
c. Sampling for variables.
d. Stratified random sampling.
56. During the course of an audit engagement an 
auditor prepares and accumulates audit working 
papers. The primary purpose of the audit working 
papers is to
a. Aid the auditor in adequately planning his 
work.
b. Provide a point of reference for future audit 
engagements.
c. Support the underlying concepts included 
in the preparation of the basic financial 
statements.
d. Support the auditor’s opinion.
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57. The sufficiency and competency of evidential 
matter ultimately is based on the
a. Availability of corroborating data.
b. Generally accepted auditing standards.
c. Pertinence of the evidence.
d. Judgment of the auditor.
60. Which of the following ratios would be the least 
useful in reviewing the overall profitability of a manu­
facturing company?
a. Net income to net worth.
b. Net income to total assets.
c. Net income to sales.
d. Net income to working capital.
58. A system of internal accounting control normal­
ly would include procedures that are designed to pro­
vide reasonable assurance that
a. Employees act with integrity when perform­
ing their assigned tasks.
b. Transactions are executed in accordance 
with management’s general or specific au­
thorization.
c. Decision processes leading to management’s 
authorization of transactions are sound.
d. Collusive activities would be detected by 
segregation of employee duties.
59. Management furnishes the independent auditor 
with information concerning litigation, claims, and 
assessments. Which of the following is the auditor’s 
primary means of initiating action to corroborate such 
information?
a. Request that client lawyers undertake a re­
consideration of matters of litigation, claims, 
and assessments with which they were con­
sulted during the period under examination.
b. Request that client management send a 
letter of audit inquiry to those lawyers with 
whom management consulted concerning 
litigation, claims, and assessments.
c. Request that client lawyers provide a legal 
opinion concerning the policies and pro­
cedures adopted by management to identi­
fy, evaluate, and account for litigation, 
claims, and assessments.
d. Request that client management engage 
outside attorneys to suggest wording for the 
text of a footnote explaining the nature and 
probable outcome of existing litigation, 
claims, and assessments.
Number 2 (Estimated time-----15 to 25 minutes)
For many years the financial and accounting com­
munity has recognized the importance of the use of 
audit committees and has endorsed their formation.
At this time the use of audit committees has 
become widespread. Independent auditors have become 
increasingly involved with audit committees and conse­
quently have become familiar with their nature and 
function.
Required:
a. Describe what an audit committee is.
b. Identify the reasons why audit committees 
have been formed and are currently in operation.
c. What are the functions of an audit committee?
Number 3 (Estimated time 15 to 25 minutes)
During the course of an audit engagement an in­
dependent auditor gives serious consideration to the 
concepts of materiality. This concept of materiality is 
inherent in the work of the independent auditor and is 
important for planning, preparing, and modifying audit 
programs. The concept of materiality underlies the ap­
plication of all the generally accepted auditing stand­
ards, particularly the standards of field work and re­
porting.
Required:
a. Briefly describe what is meant by the in­
dependent auditor’s concept of materiality.
b. What are some common relationships and 
other considerations used by the auditor in judging 
materiality?
c. Identify how the planning and execution of an 
audit program might be affected by the independent 
auditor’s concept of materiality.
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Number 4 (Estimated tim e-----15 to 25 minutes)
Long, CPA, has been engaged to examine and 
report on the financial statements of Maylou Corpora­
tion. During the review phase of the study of Maylou’s 
system of internal accounting control over purchases, 
Long was given the following document flowchart for 
purchases.
Maylou Corporation
DOCUMENT FLO W C HA RT FOR PURCHASES
CONTROLLER VICE PRESIDENT—MANUFACTURING
Accounts Payable Purchasing Agent Receiving Stores
Required:
a. Identify the procedures, relating to purchase 
requisitions and purchase orders, that Long would ex­
pect to find if Maylou’s system of internal accounting 
control over purchases is effective. For example, pur­
chase orders are prepared only after giving proper con­
sideration to the time to order, and quantity to order. 
Do not comment on the effectiveness of the flow of 
documents as presented in the flowchart or on separa­
tion of duties.
b. What are the factors to consider in determin­
ing—
1. The time to order?
2, The quantity to order?
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Number 5 (Estimated time 15 to 25 minutes)
An auditor is conducting an examination of the 
financial statements of a wholesale cosmetics distributor 
with an inventory consisting of thousands of individual 
items. The distributor keeps its inventory in its own 
distribution center and in two public warehouses. An in­
ventory computer file is maintained on a computer disc 
and at the end of each business day the file is updated. 
Each record of the inventory file contains the following 
data:
Item number 
Location of item 
Description of item 
Quantity on hand 
Cost per item 
Date of last purchase 
Date of last sale 
Quantity sold during year
The auditor is planning to observe the distributor’s 
physical count of inventories as of a given date. The
auditor will have available a computer tape of the data 
on the inventory file on the date of the physical count 
and a general purpose computer software package.
Required:
The auditor is planning to perform basic inventory 
auditing procedures. Identify the basic inventory 
auditing procedures and describe how the use of the 
general purpose software package and the tape of the in­
ventory file data might be helpful to the auditor in per­
forming such auditing procedures.
Organize your answer as follows:
Basic inventory auditing 
procedure
How general purpose com­
puter software package and 
tape of the inventory file 
data might be helpful
I . O b serve  th e p h y s ic a l cou n t, 
m akin g a n d  record in g  tes t 
c o u n ts  where app licab le .
D eterm in in g  which item s are  
to  b e  tes t c o u n te d  b y  se lecting  
a r a n d o m  s a m p l e  o f  a  
rep resen ta tiv e  n u m b er o f  item s  
f r o m  th e  in v e n to ry  f i l e  a s  o f  th e  
d a te  o f  th e p h ys ic a l cou n t.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all the states, territories, and the District of Columbia.)
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
November 3, 1978; 8:30 AM to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2 
No. 3 
No. 4 
No. 5
Total
90 105
25 30
20 25
20 25
20 25
175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated tim e----- 90 to 105 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 
steel pipes at today’s quoted price for delivery two 
months from today. Your acceptance must be 
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. Pickwick is a troublesome chain store appliance 
dealer. He constantly engaged in price cutting on widely 
advertised name products in order to lure customers to 
his store so that he could sell them other products. The 
“big three” manufacturers agreed that Pickwick could 
no longer sell their products unless he ceased and 
desisted from such practices. Pickwick refused and the 
three manufacturers promptly cut off his supply of their 
branded products. Which of the following is a correct 
statement?
a. Since the conduct described was unilateral, 
and Pickwick did not agree to stop his price 
cutting, the manufacturers’ conduct is legal.
b. The conduct described is a joint boycott, and 
as such is illegal per se.
c. If the harm to the public was minor, and the 
products were readily available from other ap­
pliance dealers in a market marked by free 
and open competition, there would be no 
violation of the law.
d. Since a businessman has the freedom to 
choose with whom he will deal, the conduct in 
question is not illegal under antitrust law.
2. Magnus Enterprises engaged a CPA firm to per­
form the annual examination of its financial statements. 
Which of the following is a correct statement with 
respect to the CPA firm’s liability to Magnus for 
negligence?
a. Such liability can not be varied by agreement 
of the parties.
b. The CPA firm will be liable for any 
fraudulent scheme it does not detect.
c. The CPA firm will not be liable if it can show 
that it exercised the ordinary care and skill of 
a reasonable man in the conduct of his own 
affairs.
d. The CPA firm must not only exercise 
reasonable care in what it does, but also must 
possess at least that degree of accounting 
knowledge and skill expected of a CPA.
3. The Apex Surety Company wrote a general fidelity 
bond covering defalcations by the employees of 
Watson, Inc. Thereafter, Grand, an employee of 
Watson, embezzled $18,900 of company funds. When 
his activities were discovered, Apex paid Watson the full 
amount in accordance with the terms of the fidelity 
bond, and then sought recovery against Watson’s 
auditors, Kane & Dobbs, CPAs. Which of the following 
would be Kane & Dobbs’ best defense?
Apex is not in privity of contract.
The shortages were the result of clever 
forgeries and collusive fraud which would not 
be detected by an examination made in accor­
dance with generally accepted auditing stan­
dards.
Kane & Dobbs were not guilty either of gross 
negligence or fraud.
Kane & Dobbs were not aware of the Apex- 
Watson surety relationship.
a.
b.
c.
d.
4. The CPA firm of Knox and Knox has been sub­
poenaed to testify and produce its correspondence and 
working papers in connection with a lawsuit brought 
against Johnson, one of its clients. Regarding the at­
tempted resort to the privileged communication rule in 
seeking to avoid admission of such evidence in the 
lawsuit, which of the following is correct?
Federal law recognizes such a privilege if the 
accountant is a Certified Public Accountant. 
The privilege is available regarding the work­
ing papers since the accountant is deemed to 
own them.
The privilege is as widely available as the 
attorney-client privilege.
In the absence of a specific statutory provi­
sion, the law does not recognize the existence 
of the privileged communication rule between 
an accountant and his client.
a.
b.
c.
d.
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5. The following facts arose during the examination 
of the financial statements of Western Manufacturing, 
Inc. Western, a large manufacturer of industrial pro­
ducts, is attempting to acquire a controlling block of 
shares of Davis, Inc., a competing manufacturer. Davis’ 
market share is about 40% in the section of the United 
States in which Western and Davis compete. Western’s 
share of this market is about 35%. Four other firms 
compete for the remaining 25%. Western’s share of the 
national market is 20% and Davis’ share is 8%. In the 
event that the Justice Department seeks to prevent the 
above acquisition, which of the following is the most 
likely result?
a. The court would grant an injunction pro­
hibiting the acquisition in question.
b. The court would dismiss the Justice Depart­
ment’s action in that the relative shares of the 
two corporations are less than 30% if the en­
tire United States is taken as the geographic 
market.
c. The court would permit the acquisition and 
agree to review the case after a year’s ex­
perience under the merger to determine its ac­
tual effect upon competition.
d. The court would dismiss the Justice Depart­
ment’s action if Western could show that the 
acquisition would result in significant business 
efficiencies.
6. Wonder Electronix, Inc., entered into 
“ reasonable” minimum price-resale-maintenance 
agreements with the distributors of its trademarked pro­
ducts. The distributors willingly accepted the minimum 
price and it was in fact a “ reasonable” price for the pro­
ducts. What is the legal status of this arrangement?
a. It is subject to the rule of reason as contrasted 
with the per se illegality rule applicable to such 
price fixing among competitors.
b. It is subject to the per se illegality rule.
c. It will not be illegal if the product bears the 
label, trademark, or brand name of Wonder 
and it competes with like products of 
Wonder’s competitors.
d. It is exempt from antitrust law if the product 
is patented.
7. Stein bought an office building valued at 
$200,000. The fire insurance policy contained a 100% 
co-insurance clause. Stein insured the building for 
$120,000. Subsequently, a fire caused damage of 
$40,000 to the building. Which of the following is the 
correct amount Stein will recover?
a. $40,000.
b. $24,000.
c. $13,333.
d. Nothing because the building was not insured 
for 100% of its value.
8. Which of the following defenses by a life insurance 
company would be unsuccessful by reason of the in­
contestable clause?
a. A material misstatement of fact by the insured 
relating to his health.
b. Lack of an insurable interest on the part of the 
party who insured the deceased.
c. A limitation upon the scope of the causes of 
death which the policy covers.
d. Cancellation of the policy due to nonpayment 
of premiums.
Items 9 and 10 are based on the following informa­
tion:
Dexter, Inc., was incorporated in its home state. It 
expanded substantially and now does 20% of its 
business in a neighboring state in which it maintains a 
permanent facility. It has not filed any papers in the 
neighboring state.
9. Which of the following statements is correct?
a. Since Dexter is a duly-incorporated domestic 
corporation in its own state, it can transact 
business anywhere in the United States 
without further authority as long as its cor­
porate charter so provides.
b. As long as Dexter’s business activities in the 
neighboring state do not exceed 25%, it need 
not obtain permission to do business in the 
neighboring state.
c. Dexter must create a subsidiary corporation in 
the neighboring state to continue to do 
business in that state.
d. Dexter is a foreign corporation in the 
neighboring state and as such must obtain a 
certificate of authority or it will not be permit­
ted to maintain any action or suit in the state 
with respect to its intrastate business.
10. Which of the following statements is incorrect?
a. Dexter has automatically appointed the 
secretary of state of the neighboring state as 
its agent for the purpose of service of legal 
process if it failed to appoint or maintain a 
registered agent in that state.
b. Dexter will be able to maintain an action or 
suit in the neighboring state if it subsequently 
obtains a certificate of authority.
c. Dexter can not defend against a suit brought 
against it in the neighboring state’s courts.
d. The attorney general of the neighboring state 
can recover all back fees and franchise taxes 
which would have been imposed plus all 
penalties for failure to pay same.
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11. A CPA firm is being sued by a third party pur­
chaser of securities sold in interstate commerce to the 
public. The third party is relying upon the Securities Act 
of 1933. The CPA firm had issued an unqualified opin­
ion on incorrect financial statements. Which of the 
following represents the best defense available to the 
CPA firm?
a. The securities sold had not been registered 
with the SEC.
b. The CPA firm had returned the entire fee it 
charged for the engagement to the corpora­
tion.
c. The third party was not in privity of contract 
with the CPA firm.
d. The action had not been commenced within 
one year after the discovery of the material 
misrepresentation.
12. The Ripper Corporation has been found guilty of 
widespread price fixing along with several of its com­
petitors in the sale of a certain product. As a result of 
these facts, Ripper and its officers may be subject to 
various sanctions, penalties, or liabilities. Which of the 
following would not be applicable?
a. Fines and imprisonment imposed against the 
principal officers responsible.
b. Fines imposed against the corporation.
c. Treble damages awarded to third parties who 
purchased the product from the corporation 
and suffered damages.
d. A prohibition against the corporation from 
engaging in the sale of the product in question 
in interstate commerce for a period of not 
more than six months.
13. Nabor, Inc., purchased a three-year fire insurance 
policy from the Fidelity Insurance Company covering 
its factory and warehouse. Which of the following 
statements is correct as a general rule of insurance law?
a. The policy will not cover the intentional 
destruction of the property by a third party.
b. The policy will not cover the destruction of 
the property if it is caused by the gross 
negligence of an employee of Nabor.
c. If Nabor sells the insured property to a third 
party and assigns the insurance policy to the 
buyer, it continues in effect.
d. If Nabor sells the insured property, but retains 
the fire insurance policy, it will not be able to 
collect on the policy in the event of its destruc­
tion by fire.
14. Which of the following can not properly be 
received as the consideration for the issuance of shares?
a. Promissory notes.
b. Services actually performed for the corpora­
tion.
c. Shares of stock of another corporation.
d. Intangible property rights.
15. Watson entered into an agreement to purchase
1,000 shares of the Marvel Corporation, a corporation 
to be organized in the near future. Watson has since had 
second thoughts about investing in Marvel. Under the 
circumstances, which of the following is correct?
a. A written notice of withdrawal of his agree­
ment to purchase the shares will be valid as 
long as it is received prior to incorporation.
b. A simple transfer of the agreement to another 
party will entirely eliminate his liability to pur­
chase the shares of stock.
c. Watson may not revoke the agreement for a 
period of six months in the absence of special 
circumstances.
d. Watson may avoid liability on his agreement
  if he can obtain the consent of the majority of
other individuals committed to purchase 
shares to release him.
16. For which of the following purposes is a general 
partnership recognized as an entity by the Uniform 
Partnership Act?
a. Insulation of the partners from personal lia­
bility.
b. Taking of title and ownership of property.
c. Continuity of existence.
d. Recognition of the partnership as the 
employer of its members.
17. In the course of your audit of Harvey Fox, doing 
business as Harvey’s Apparels, a sole proprietorship, 
you discovered that in the past year Fox had regularly 
joined with Leopold Morrison in the marketing of 
bathing suits and beach accessories. You are concerned 
whether Fox and Morrison have created a partnership 
relationship. Which of the following factors is the most 
important in ascertaining this status?
a. The fact that a partnership agreement is not in 
existence.
b. The fact that each has a separate business of 
his own which he operates independently.
c. The fact that Fox and Morrison divide the net 
profits equally on a quarterly basis.
d. The fact that Fox and Morrison did not intend 
to be partners.
18. Which of the following is a correct statement con­
cerning the similarities of a limited partnership and a 
corporation?
a. Both provide insulation from personal liabili­
ty for all of the owners of the business.
b. Both can only be created pursuant to a statute 
and each must file a copy of their respective 
certificates with the proper state authorities.
c. Both are recognized for federal income tax 
purposes as taxable entities.
d. Shareholders and limited partners may both 
participate in the management of the business 
and retain limited liability.
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19. Derek Corporation decided to acquire certain 
assets belonging to the Mongol Corporation. As con­
sideration for the assets acquired, Derek issued 20,000 
shares of its no-par common stock with a stated value of 
$10 per share. The value of the assets acquired subse­
quently turned out to be much less than the $200,000 in 
stock issued. Under the circumstances, which of the 
following is correct?
a. It is improper for the board of directors to ac­
quire assets other than cash with no-par stock.
b. Only the shareholders can have the right to fix 
the value of the shares of no-par stock ex­
changed for assets.
c. In the absence of fraud in the transaction, the 
judgment of the board of directors as to the 
value of the consideration received for the 
shares shall be conclusive.
d. Unless the board obtained an independent ap­
praisal of the acquired assets’ value, it is liable 
to the extent of the overvaluation.
20. Maxwell was the head cashier of the Amalgamated 
Merchants Bank. The Excelsior Surety Company bond­
ed Maxwell for $200,000. An internal audit revealed a 
$1,000 embezzlement by Maxwell. Maxwell persuaded 
the bank not to report him, and he promised to pay the 
money back within ten days. The bank acquiesced and 
neither the police nor Excelsior was informed of the 
theft. Maxwell shortly thereafter embezzled $75,000 and 
fled. Excelsior refuses to pay. Is Excelsior liable? Why?
a. Excelsior is liable since the combined total of 
the embezzlements is less than the face 
amount of the surety bond.
b. Excelsior is liable for $75,000, but not the 
$1,000 since a separate arrangement was 
agreed to by Amalgamated with Maxwell.
c. Excelsior is liable since it is a compensated 
surety and as such assumed the risk.
d. Excelsior is not liable since the failure to give 
notice of the first embezzlement is a valid 
defense.
21. Adams, Baker, and Carter are co-sureties on a 
$250,000 loan by the Wilson National Bank to 
Marathon Motors, Inc. Adams is a surety for the full 
amount of the debt; Baker’s obligation is limited to 
$100,000; and Carter has agreed to pay $50,000 upon 
default. In the event of default by Marathon on the en­
tire $250,000 loan, what is the liability of Adams, 
Baker, and Carter?
a. Baker is liable for the first $100,000; Carter, 
the next $50,000; and Adams, the balance.
b. Baker and Adams are each liable for $100,000 
and Carter for $50,000.
c. If both Baker and Carter know of Adams’ 
obligation for the full amount, then they are 
not liable unless Adams can not satisfy the 
debt.
d. Adams is liable for $156,250; Baker, $62,500; 
and Carter, $31,250.
22. Hobson, Jones, Carter, and Wolff are all medical 
doctors who have worked together for several years. 
They decided to form a corporation and their attorney 
created a typical professional corporation for them. 
Which of the following is correct?
a. Such a corporation will not be recognized for 
federal tax purposes if one of its goals is to 
save taxes.
b. The state in which they incorporated must 
have enacted professional corporation 
statutes permitting them to do so.
c. Upon incorporation, the doctor-shareholder 
is insulated from personal liability beyond his 
capital contribution.
d. The majority of states prohibit the creation of 
professional corporations by doctors.
23. In determining the liability of a partnership for the 
acts of a partner purporting to act for the partnership 
without the authorization of his fellow partners, which 
of the following actions will bind the partnership?
a. A written admission of liability in a lawsuit 
brought against the partnership.
b. Signing the partnership name as a surety on a 
note for the purchase of that partner’s sum­
mer home.
c. An assignment of the partnership assets in 
trust for the benefit of creditors.
d. The renewal of an existing supply contract 
which the other partners had decided to ter­
minate and which they had specifically voted 
against.
24. Ace Corporation loaned $10,000 to King Enter­
prises, Inc., one of its best customers. The loan was for 
three years and was evidenced by a note duly executed 
by King’s president on behalf of the corporation. In ad­
dition, Walsh and Paxton, King’s principal 
shareholders, had orally guaranteed the repayment of 
the loan. With respect to Walsh and Paxton, which of 
the following is a correct statement?
a. Unless otherwise indicated, each guaranteed 
$5,000 of the loan.
b. They will be denied the usual surety defenses.
c. They are co-sureties and, as such, their surety 
undertaking must be in a signed writing.
d. Some additional consideration, independent 
of the making of the loan by Ace, must pass 
directly to Walsh and Paxton.
25. Which of the following contractual prerequisites is 
not generally necessary to establish a legally enforceable 
surety relationship?
a. A signed writing.
b. The solvency of the principal debtor.
c. Separate consideration for the surety’s 
promise.
d. The legal capacity of the surety.
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26. Which of the following is a correct statement with 
respect to the rights of a limited partner?
a. The limited partner will only have taxable in­
come if the limited partnership makes a 
distribution in the tax year.
b. The partnership is required to purchase the 
limited partnership interest at the current 
book value if the limited partner demands 
this.
c. The limited partner may assign his partnership 
interest to whomsoever he wishes at any time.
d. The limited partner must first offer his in­
terest to the partnership before he may sell to 
another party.
27. Martin Stores, Inc., decided to sell a portion of its 
eight-acre property. Consequently, the president of 
Martin wrote several prospective buyers the following 
letter:
Dear Sir: We are sending this notice to several
prospective buyers because we are interested in 
selling four acres of our property located in 
downtown Metropolis. If you are interested, 
please communicate with me at the above address. 
Don’t bother to reply unless you are thinking in 
terms of at least $100,000.
James Martin, President
Under the circumstances, which of the following is cor­
rect?
a. The statute of frauds does not apply because 
the real property being sold is the division of 
an existing tract which had been properly 
recorded.
b. Markus, a prospective buyer, who telegraphed 
Martin that he would buy at $100,000 and for­
warded a $100,000 surety bond to guarantee 
his performance, has validly accepted.
c. Martin must sell to the highest bidder.
d. Martin’s communication did not constitute an 
offer to sell.
28. Fashion Swimming Pools, Inc., mailed a letter to 
Direct Distributors offering a three-year franchise 
dealership. The offer stated the terms in detail and at 
the bottom stated that “ the offer would not be 
withdrawn prior to October 1, 1978.’’ Under the cir­
cumstances, which of the following is correct?
a. The offer is an irrevocable option which can 
not be withdrawn prior to October 1, 1978.
b. A letter of acceptance from Direct to Fashion 
sent on October 1, 1978, but not received until 
October 2, 1978, would not create a valid con­
tract.
c. The statute of frauds would not apply to the 
proposed contract.
d. The offer can not be assigned to another party 
if Direct chooses not to accept.
29. Mayer wrote Jackson and offered to sell Jackson a 
building for $50,000. The offer stated it would expire 30 
days from July 1, 1978. Mayer changed his mind and 
does not wish to be bound by his offer. If a legal dispute 
arises between the parties regarding whether there has 
been a valid acceptance of the offer, which of the 
following is correct?
a. The offer can not be legally withdrawn for the 
stated period of time.
b. The offer will not expire prior to the 30 days 
even if Mayer sells the property to a third per­
son and notifies Jackson.
c. If Jackson phoned Mayer on August 1 and 
unequivocally accepted the offer, it would 
create a contract, provided he had no notice 
of withdrawal of the offer.
d. If Jackson categorically rejects the offer on 
July 10th, Jackson can not validly accept 
within the remaining stated period of time.
30. Exeter Industries, Inc., orally engaged Werglow as 
one of its district sales managers for an 18-month period 
commencing April 1, 1978. Werglow commenced work 
on that date and performed his duties in a highly compe­
tent manner for several months. On October 1, 1978, 
the company gave Werglow a notice of termination as 
of November 1, 1978, citing a downturn in the market 
for its products. Werglow sues seeking either specific 
performance or damages for breach of contract. Exeter 
pleads the statute of frauds and/or a justified dismissal 
due to the economic situation. What is the probable out­
come of the lawsuit?
a. Werglow will prevail because the statute of 
frauds does not apply to contracts such as his.
b. Werglow will prevail because he has partially 
performed under the terms of the contract.
c. Werglow will lose because the reason for his 
termination was caused by economic factors 
beyond Exeter’s control.
d. Werglow will lose because such a contract 
must be in writing and signed by a proper 
agent of Exeter.
31. Franklin purchased 100 sets of bed frames from 
Tully Manufacturing, Inc. Franklin made substantial 
prepayments on the purchase price. Tully is insolvent 
and the goods have not been delivered as promised. 
Franklin wants the bed frames. Under the cir­
cumstances, which of the following will prevent 
Franklin from obtaining the bed frames?
a. The fact that he can obtain a judgment for 
damages.
b. The fact that he was not aware of Tully’s in­
solvency at the time he purchased the bed 
frames.
c. The fact that the goods have not been iden­
tified to his contract.
d. The fact that he did not pay the full price at 
the time of the purchase even though he has 
made a tender of the balance and holds it 
available to Tully upon delivery.
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32. On July 25, 1978, Archer, the president of Post 
Corporation, with the approval of the board of direc­
tors, engaged Biggs, a CPA, to examine Post’s July 31, 
1978, financial statements and to issue a report in time 
for the annual stockholders’ meeting to be held on 
September 5, 1978. Notwithstanding Biggs’ reasonable 
efforts, the report was not ready until September 7 
because of delays by Post’s staff. Archer, acting on 
behalf of Post, refused to accept or to pay for the report 
since it no longer served its intended purpose. In the 
event Biggs brings a legal action against Post, what is 
the probable outcome?
a. The case would be dismissed because it is 
unethical for a CPA to sue for his fee.
b. Biggs will be entitled to recover only in quasi 
contract for the value of the services to the 
client.
c. Biggs will not recover since the completion by 
September 5th was a condition precedent to 
his recovery.
d. Biggs will recover because the delay by Post’s 
staff prevented Biggs from performing on 
time and thereby eliminated the timely perfor­
mance condition.
33. Young owns 200 shares of stock of Victory 
Manufacturing Company. Victory is listed on a national 
stock exchange and has in excess of one million shares 
outstanding. Young claims that Truegood, a Victory 
director, has purchased and sold shares in violation of 
the insider trading provisions of the Securities Exchange 
Act of 1934. Young has threatened legal action. Which 
of the following statements is correct?
a. Truegood will have a valid defense if he can 
show he did not have any insider information 
which influenced his purchases or sales.
b. Young can sue Truegood personally, but his 
recovery will be limited to his proportionate 
share of Truegood’s profits plus legal ex­
penses.
c. In order to prevail, Young must sue for and 
on behalf of the corporation and establish 
that the transactions in question occurred 
within less than six months of each other and 
at a profit to Truegood.
d. Since Young’s stock ownership is less than 
1%, his only recourse is to file a complaint 
with the SEC or obtain a sufficient number of 
other shareholders to join him so that the 1% 
requirement is met.
34. The intestate succession distribution rules
a. Do not apply to property held in joint tenan­
cy.
b. Do not apply to real property.
c. Effectively prevent a decedent from totally 
disinheriting his wife and children.
d. Apply to situations where the decedent failed 
to name an executor.
35. Gordon purchased 100 automatic sprinklers from 
Thompson, a jobber. Conrad was the rightful owner of 
the sprinklers which had been stolen from his 
warehouse. He had the sheriff repossess them and has 
asserted his ownership of them. Gordon’s bill of sale 
specifically indicated that it made no implied warran­
ties. The bill of sale did not contain any warranties of 
title. Which of the following is correct based on the 
above facts?
a. The title warranties have been effectively 
negated.
b. It is not possible to disclaim the title warran­
ties.
c. Gordon’s best course of action is to assert his 
superior title to the sprinklers since he is a 
good faith purchaser for value.
d. Thompson is liable in that he warranted that 
the title conveyed was good and his transfer 
rightful.
36. Parks furnished specifications and ordered 1,000 
specially-constructed folding tables from Metal 
Manufacturing Company, Inc. The tables were unique 
in design and had not appeared in the local market. 
Metal completed the job and delivered the order to 
Parks. Parks sold about 600 of the tables when Unusual 
Tables, Inc., sued both Parks and Metal for patent in­
fringement. If Unusual wins, what is the status of Parks 
and Metal?
a. Metal is liable to Parks for breach of the war­
ranty against infringement.
b. Parks is liable to Metal for breach of the war­
ranty against infringement.
c. The warranty against infringement is not 
available to either Parks or Metal.
d. Parks and Metal are jointly and severally 
liable and, as such, must pay the judgment in 
equal amounts.
37. Which of the following receipts should be 
allocated by a trustee exclusively to income?
a. A stock dividend.
b. An extraordinary year-end cash dividend.
c. A liquidating dividend whether in complete or 
partial liquidation.
d. A stock split.
38. The Unity Trust Company is the trustee of a trust 
which has large real estate investments. Which of the 
following receipts or charges should be allocated by the 
trustee to income?
a. Paving assessment for a new street.
b. Prepaid rent received from tenants.
c. A loss on the sale of one of the rental proper­
ties.
d. The proceeds from an eminent domain pro­
ceeding.
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39. An executor named in a decedent’s will
a. Can not be the principal beneficiary of the 
will.
b. Must serve without compensation unless the 
will provides otherwise.
c. Need not serve if he does not wish to do so.
d. Must consent to serve, have read the will, and 
be present at the execution of the will.
40. Which of the following receipts or disbursements 
by a trustee should be credited to or charged against in­
come?
a. Amortization payment on real property sub­
ject to a mortgage.
b. Capital gain distributions received from a 
mutual fund.
c. Stock rights received from the distributing 
corporation.
d. The discount portion received on redemption 
of treasury bills.
41. Winslow conveyed a 20-acre tract of land to his 
two children, George and Martha, “ equally as tenants 
in common.’’ What is the legal effect of this form of 
conveyance?
a. George and Martha are joint owners with a 
right of survivorship.
b. Each must first offer the other the right to 
purchase the property before he or she can sell 
to a third party.
c. Neither may convey his or her interest in the 
property unless both join in the conveyance.
d. Each owns an undivided interest in the whole, 
which he or she may dispose of by deed or by 
will.
42. Marlin ordered merchandise from Plant to be 
delivered the following day and gave Plant a check 
payable to its order drawn on Marlin’s account in First 
Bank. It was agreed that the check would not be 
transferred unless delivery was received and accepted. 
The goods were not delivered and Marlin notified Plant 
that he exercised his right to rescind. Plant, never­
theless, negotiated the check for full value to Rose who 
took it in good faith and without notice of any defense. 
Rose then negotiated it for full value to Quirk who knew 
of Plant’s breach of the agreement. Marlin promptly 
stopped payment on the check and refuses to pay it. 
Under these circumstances, which of the following 
statements is correct?
a. Marlin would have a valid defense in a suit by 
Rose for the amount of the check.
b. Marlin would have a valid defense in a suit by 
Quirk for the amount of the check.
c. Despite the fact that Quirk can not personally 
qualify as a holder in due course, he can assert 
Rose’s standing as such.
d. A stop payment order will not prevent a 
holder in due course from collecting from the 
bank.
43. Paxton owned Blackacre, and he obtained a 
$10,000 loan from a bank secured by a real property 
mortgage on Blackacre. The mortgage was properly 
recorded. Paxton subsequently sold Blackacre to 
Rogers, expressly warranting that there were no mort­
gages on the property. Rogers was unaware of the 
bank’s interest in the property. Paxton has disappeared, 
and the bank has demanded payment from Rogers. 
Rogers has refused, and the bank is seeking to foreclose 
its mortgage. Which of the following statements is cor­
rect?
a. Rogers is personally liable on the mortgage 
loan.
b. As a bona fide purchaser for value, Rogers 
will prevail and retain the property free of the 
mortgage.
c. The bank will prevail in its foreclosure action.
d. The bank must obtain a judgment against 
Paxton before it can foreclose the mortgage.
44. Your client, Commercial Factors, Inc., discounted 
a $2,000 promissory note, payable in two years, for 
$1,500. It paid $500 initially and promised to pay the 
balance ($1,000) within 30 days. Commercial paid the 
balance within the 30 days, but before doing so learned 
that the note had been obtained originally by fraudulent 
misrepresentations in connection with the sale of land 
which induced the maker to issue the note. For what 
amount will Commercial qualify as a holder in due 
course?
a. None because the 25% discount is presump­
tive or prima facie evidence that Commercial 
is not a holder in due course.
b. $500.
c. $1,500.
d. $2,000.
45. An instrument which was indorsed by several 
subsequent holders reads as follows:
PAY
One month after date to 
Richard Williams or bearer 
One Hundred and n o /100
No. 452 
April 1, 1978
Dollars
Fireman’s Bank 
Chicago, Illinois
Which of the following statements about this instru­
ment is correct?
a. The instrument is nonnegotiable.
b. Richard Williams’ signature is necessary to 
negotiate the instrument.
c. The instrument in question is a check.
d. Presentment for payment must be made on 
the due date or next business day in order to 
hold the subsequent indorsers liable.
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46. Maxwell is a holder in due course of a check which 
was originally payable to the order of Clark and has the 
following indorsements on its back;
Pay to the order of White 
Without Recourse
Which of the following statements about this check is 
correct?
a. If the bank refuses to pay, Maxwell’s only 
recourse is to sue Dobbins.
b. The instrument was bearer paper in Dobbins’ 
hands.
c. Clark’s signature was not necessary to 
negotiate the instrument.
d. White has no warranty liability to Maxwell on 
the instrument.
47. Davidson bore a remarkable physical resemblance 
to Ford, one of the town’s most prominent citizens. He 
presented himself one day at the Friendly Finance Com­
pany, represented himself as Ford, and requested a loan 
of $500. The manager mistakenly, but honestly, 
believed that Davidson was Ford. Accordingly, being 
anxious to please so prominent a citizen, the manager 
required no collateral and promptly delivered to 
Davidson a $500 check payable to the order of Ford. 
Davidson took the check and signed Ford’s name to it 
on the back and negotiated it to Robbins, who took in 
the ordinary course of business (in good faith and for 
value). Upon learning the real facts, Friendly stopped 
payment on the check. Robbins now seeks recovery 
against Friendly. Under these circumstances, which of 
the following statements is correct?
a. Friendly could not validly stop payment on 
the check.
b. Davidson’s signature of Ford’s name on the 
check constitutes a forgery and is a real 
defense which is valid against Robbins.
Since both Friendly and Robbins were 
mistaken as to Davidson’s real identity, they 
will share the loss equally.
Davidson’s signature of Ford’s name on the 
check is effective and Robbins will prevail 
against Friendly.
48. Charles is a commercial tenant of Luxor 
Buildings, Inc. The term of the lease is five years and 
two years have elapsed. The lease prohibits subletting, 
but does not contain any provision relating to assign­
ment. Charles approached Luxor and asked whether 
Luxor could release him from the balance of the term of 
the lease for $500. Luxor refused unless Charles would 
agree to pay $2,000. Charles located Whitney who was 
interested in renting in Luxor’s building and transferred 
the entire balance of the lease to Whitney in considera­
tion of his promise to pay Luxor the monthly rental and 
otherwise perform Charles’ obligations under the lease. 
Luxor objects. Which of the following statements is cor­
rect?
a. The assignment is invalid without Luxor’s 
consent.
b. The assignment does not extinguish Charles’ 
obligation to pay the rent if Whitney defaults.
c. The assignment need not be in writing.
d. A prohibition of the right to sublet contained 
in the lease completely prohibits an assign­
ment.
49. There are several legally significant differences 
between a negotiable instrument and a contract right 
and the transfer of each. Which of the following 
statements is correct?
a. A negotiable instrument is deemed prima facie 
to have been issued for consideration whereas 
a contract is not deemed prima facie to be sup­
ported by consideration.
b. Generally, the transferee of a negotiable in­
strument and the assignee of a contract right 
take free of most defenses.
c. Neither can be transferred without a signed 
writing or by a delivery.
d. The statute of frauds rules apply to both.
50. An instrument reads as follows:
$5,000.00 Boise, Idaho October 1, 1978 
Thirty days after date I promise to pay to the
order of Cash____________________
at 120 BROADWAY, New York City
c.
d.
Value received with interest at the rate of 
eight percent per annum.
This instrument arises out of a separate 
agreement.
No. 20 Due October 31, 1978
Which of the following statements about this instru­
ment is correct?
a. The instrument is negotiable.
b. The instrument is order paper.
c. The instrument is a time draft.
d. Failure to make a timely presentment will ex­
cuse Loeb from liability.
93
Examination Questions— Novem ber 1978
Part a. National Finance Company engages in a 
wide variety of secured transactions which may be 
broken down into three categories.
I. Consumer loans in connection with the pur­
chase of automobiles, appliances, and furniture. 
National makes these loans in two ways. First, it makes 
direct loans to the consumer-borrower who then makes 
the purchase with the proceeds. Second, it is contacted 
by the seller and provides the financing for the purchase 
by the customer. In either case National takes a security 
interest in the property purchased.
Number 2 (Estimated tim e------25 to 30 minutes)
II. Collateralized loans to borrowers who deliver 
possession of property, such as diamonds, to National 
to secure repayment of their loans.
III. Loans to merchants to finance their inventory 
purchases. National takes a security interest in the in­
ventory and proceeds.
Except for category III, National does not file a 
financing statement.
work out its financial difficulties.
Disco first approached several banks and attemp­
ted to mortgage the property. However, the banks 
would only loan an amount equal to of the value of 
the property. The maximum funds that Disco could ob­
tain from a bank was $30,000 which was not enough to 
forestall bankruptcy. Disco abandoned this approach.
Disco then placed the property on the market. The 
property was listed with several brokers on a non­
exclusive basis and was advertised in the local papers. 
Jolly learned of the proposed sale and, because of 
unique advantages of the property to Jolly, offered 
$62,500. This was $2,500 more than any other prospec­
tive purchaser had offered. The purchase price consisted 
of cancellation of the $30,000 overdue debt and $32,500 
in cash.
The sale was consummated on July 1, 1978. On 
October 14, 1978, a petition in bankruptcy against 
Disco was duly filed by a group of its aggrieved 
creditors. The trustee in bankruptcy has attacked the 
sale of the land as a voidable preference.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Will the trustee prevail?
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. When does National’s security interest in the 
various types of property attach?
2. As a secured creditor, against what parties 
must National protect itself?
3. Does National have a perfected security in­
terest in any of the above property? If so, against 
whom?
4. If the facts indicate that National does not 
have a perfected security interest against all parties, 
what should it do?
5. Can National fully protect itself against all 
subsequent parties who might claim superior rights to 
the property involved?
Part b. Disco Records, Inc., was in dire financial 
condition which was widely known in the relevant 
business community. Disco’s liabilities exceeded its 
assets by approximately $200,000. Jolly Plastics, Inc., 
one of Disco’s creditors, was pressing Disco to pay 
$30,000 of overdue accounts. Disco decided to mort­
gage or sell its warehouse to improve its cash position, 
provide funds to forestall creditors, and permit it to
Number 3 (Estimated tim e-----20 to 25 minutes)
Part a. Rapid Delivery Service, Inc., hired Dolson 
as one of its truck drivers. Dolson was carefully selected 
and trained by Rapid. He was specifically instructed to 
obey all traffic and parking rules and regulations. One 
day while making a local delivery, Dolson double 
parked and went into a nearby customer’s store. In do­
ing so, he prevented a car legally parked at the curb 
from leaving. The owner of the parked car, Charles, 
proceeded to blow the horn of the truck repeatedly. 
Charles was doing this when Dolson returned from his 
delivery. As a result of a combination of several factors, 
particularly Charles’ telling him to “ move it’’ and that 
he was “ acting very selfishly and in an unreasonable 
manner,’’ Dolson punched Charles in the nose, severely 
fracturing it. When Charles sought to restrain him, 
Dolson punched Charles again, this time fracturing his 
jaw. Charles has commenced legal action against Rapid.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Will Charles prevail?
2. What liability, if any, would Dolson have?
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Part b. Harold Watts was employed by Superior 
Sporting Goods as a route salesman. His territory, 
route, and customers were determined by Superior. He 
was expected to work from 9:00 AM to 5:00 PM, Mon­
day through Friday. He received a weekly salary plus 
time and one-half for anything over 40 hours. He also 
received a small commission on sales which exceeded a 
stated volume. The customers consisted of sporting 
goods stores, department stores, athletic clubs, and 
large companies which had athletic programs or spon­
sored athletic teams. Watts used his personal car in 
making calls or, upon occasion, making a delivery 
where the customer was in a rush and the order was not 
large. Watts was reimbursed for the use of the car for 
company purposes. His instructions were to assume the 
customer is always right and to accommodate the 
customer where to do so would cost little and would 
build goodwill for the company and himself.
One afternoon while making a sales call and 
dropping off a case of softballs at the Valid Clock Com­
pany, the personnel director told Watts he was planning 
to watch the company’s team play a game at a softball 
field located on the other side of town, but that his car 
would not start. Watts said, “ Don’t worry, it will be my 
pleasure to give you a lift and I would like to take in a 
few innings myself.’’ Time was short and while on the 
way to the ballpark. Watts ran a light and collided with 
another car. The other car required $800 of repairs and 
the owner suffered serious bodily injury.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What is Superior’s potential liability, if any, to 
the owner of the other car?
2. What is Valid’s potential liability, if any, to the 
owner of the other car?
Number 4 (Estimated time 20 to 25 minutes)
Part c. Eureka Enterprises, Inc., started doing 
business in July 1977. It manufactures electronic com­
ponents and currrently employs 35 individuals. In an­
ticipation of future financing needs. Eureka has 
engaged a CPA firm to audit its financial statements. 
During the course of the examination, the CPA firm 
discovers that Eureka has no workmen’s compensation 
insurance, which is in violation of state law, and so in­
forms the president of Eureka.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What is the purpose of a state workmen’s com­
pensation law?
2. What are the legal implications of not having 
workmen’s compensation insurance?
Part a. Glover Corporation is a small rapidly- 
expanding manufacturing company. In 1977 Glover 
made a public offering of its shares for $400,000 in ac­
cordance with Regulation A, issued by the Securities 
and Exchange Commission pursuant to the Securities 
Act of 1933. The shares are not listed on any exchange, 
but are sometimes bought and sold in interstate com­
merce. At the end of 1977 Glover had total assets of 
$900,000, 429 shareholders, and sales of $650,000 for 
the year.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What is a Regulation A offering and what are 
the general requirements which must be met in order to 
qualify for making such an offering?
2. What difference is there in the potential liabili­
ty of the parties making an offering under Regulation A 
as contrasted with a full registration?
3. What are the time limitations in which an ag­
grieved party may commence an action for failure to 
comply with the Securities Act of 1933?
4. What are the major provisions of the Securities 
Exchange Act of 1934 which do not apply to Glover and 
its officers, directors, and principal shareholders after 
the public offering and which major provisions do 
apply?
Part b. Gordon & Groton, CPAs, were the auditors 
of Bank & Company, a brokerage firm and member of a 
national stock exchange. Gordon & Groton examined 
and reported on the financial statements of Bank which 
were filed with the Securities and Exchange Commis­
sion.
Several of Bank’s customers were swindled by a 
fraudulent scheme perpetrated by Bank’s president who 
owned 90% of the voting stock of the company. The 
facts establish that Gordon & Groton were negligent but 
not reckless or grossly negligent in the conduct of the 
audit and neither participated in the fraudulent scheme 
nor knew of its existence.
The customers are suing Gordon & Groton under 
the antifraud provisions of Section 10(b) and Rule 10b-5 
of the Securities Exchange Act of 1934 for aiding and 
abetting the fraudulent scheme of the president. The 
customers’ suit for fraud is predicated exclusively on 
the nonfeasance of the auditors in failing to conduct a 
proper audit, thereby failing to discover the fraudulent 
scheme.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What is the probable outcome of the lawsuit?
2. What other theory of liability might the 
customers have asserted?
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Part a. Clauson Enterprises, Inc., was considering 
adding a new product line to its existing lines. The deci­
sion was contingent upon its being assured of a supply 
of an electronic component for the product at a certain 
price and a positive market study which clearly justified 
the investment in the venture.
Clauson’s president approached Migrane Elec­
tronics and explained the situation to Migrane’s presi­
dent. After much negotiation, Migrane agreed to grant 
Clauson an option to purchase 12,000 of the necessary 
electronic components at $1.75 each or at the prevailing 
market price, whichever was tower. Clauson prepared 
the option below incorporating their understanding.
Number 5 (Estimated tim e------20 to 25 minutes)
Option Agreement
Clauson Enterprises/Migrane Electronics
Migrane Electronics hereby offers to sell Clauson 
Enterprises 12,000 miniature solid state electronic 
breakers at $1.75 each or at the existing market 
price at the time of delivery, whichever is lower, 
delivery to be made in 12 equal monthly in­
stallments beginning one month after the exercise 
of this option. This option is irrevocable for six 
months from January 1, 1978.
Clauson Enterprises agrees to deliver to 
Migrane its market survey for the product line in 
which the component would be used if it elects not 
to exercise the option.
Both parties signed the option agreement and 
Migrane’s president signed Migrane’s corporate name 
alongside the last sentence of the first paragraph. On 
May 1, 1978, Migrane notified Clauson that it was 
revoking its offer. The market price for the component 
had increased to $1.85. On May 15, 1978, Clauson 
notified Migrane that it accepted the offer and that if 
Migrane did not perform, it would be sued and held 
liable for damages. Migrane replied that the offer was 
not binding and was revoked before Clauson accepted. 
Furthermore, even if it were binding, it was good for 
only three months as a matter of law.
Upon receipt of Migrane’s reply, Clauson in­
stituted suit for damages.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Who will prevail? Discuss all the issues and 
arguments raised by the fact situation.
Part b. On May 30, 1978, Hargrove ordered 1,000 
spools of nylon yarn from Flowers, Inc., of Norfolk, 
Virginia. The shipping terms were “ F.O.B., Nor­
folk & Western RR at Norfolk.” The transaction was to 
be a cash sale with payment to be simultaneously ex­
changed for the negotiable bill of lading covering the 
goods. Title to the goods was expressly reserved in 
Flowers. The yarn ordered by Hargrove was delivered to 
the railroad and loaded in a boxcar on June 1, 1978. 
Flowers obtained a negotiable bill of lading made out to 
its own order. The boxcar was destroyed the next day 
while the goods were in transit. Hargrove refused to pay 
for the yarn and Flowers sued Hargrove for the pur­
chase price.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Who will prevail?
Part c. Novack, an industrial designer, accepted an 
offer from Superior Design Corporation to become one 
of its designers. The contract was for three years and ex­
pressly provided that it was irrevocable by either party 
except for cause during that period of time. The con­
tract was in writing and signed by both parties. After a 
year, Novack became dissatisfied with the agreed com­
pensation which he was receiving. He had done a 
brilliant job and several larger corporations were at­
tempting to lure him away,
Novack, therefore, demanded a substantial raise, 
and Superior agreed in writing to pay him an additional 
amount as a bonus at the end of the third year. Novack 
remained with Superior and performed the same duties 
he had agreed to perform at the time he initially ac­
cepted the position. At the end of the three years, 
Novack sought to collect the additional amount of 
money promised. Superior denied liability beyond the 
amount agreed to in the original contract.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Can Novack recover the additional compensation 
from Superior?
Part d. The basic facts are the same as stated in 
Part c except that one of Superior’s competitors, Dixon 
Corporation, successfully lured Novack away from 
Superior by offering a substantially higher salary. 
Dixon did this with full knowledge of the terms of the 
original three-year contract between Novack and 
Superior.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Does Superior have any legal redress against 
Dixon?
2. Would Superior be successful if it seeks the 
equitable relief of specific performance (an order by the 
court compelling Novack to perform his contractual 
undertaking) for the remaining two years of the con­
tract?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all the states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
November 3, 1978; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ................................................... ......................................  95 105
No. 2 ................................................... ......................................  15 20
No. 3 ................................................... ......................................  15 20
No. 4 ................................................... ......................................  20 25
No. 5 .................................................... ......................................  15 20
No. 6 .................................................... ......................................  15 20
Total............................................ ......................................  175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Number 1 (Estimated time------95 to 105 minutes)
Select the best answer for each of the following 
items relating to a variety of issues in financial account­
ing, municipal accounting, and managerial accounting. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
99. The recommended title for the financial statement 
which summarizes the results of operations is the
a. Earnings statement.
b. Statement of changes in financial condition.
c. Statement of sources and applications of 
funds.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
1. The financial statement which has as its primary 
function the summarization of the financing and 
investing aspects of all significant transactions affect­
ing financial position is the
a. Retained earnings statement.
b. Earnings statement.
c. Statement of changes in financial position.
d. Statement of financial position.
2. The computation of earnings per share in accor­
dance with generally accepted accounting principles 
may involve the consideration of securities deemed 
common stock equivalents. Common stock equivalents 
are an example of
a. Form over substance.
b. Substance over form.
c. Form over accounting principle.
d. Substance over accounting principle.
3. Which of the following methods of reporting 
attempts to eliminate the effect of the changing value of 
the dollar?
a. Discounted net present value of future cash 
flows.
b. Historical cost restated for changes in the 
general price level.
c. Replacement value.
d. Retirement value.
4. Accounting changes are often made and the 
monetary impact is reflected in the financial statements 
of a company even though, in theory, this may be a 
violation of the accounting concept of
a. Materiality.
b. Consistency.
c. Conservatism.
d. Objectivity.
5. When a company makes a change in accounting 
principle, prior year financial statements are not gener­
ally restated to reflect the change. The Accounting 
Principles Board decided that this procedure would 
prevent a dilution of public confidence in financial 
statements but recognized that this procedure conflicts 
with the accounting concept of
a. Materiality.
b. Conservatism.
c. Objectivity.
d. Comparability.
6. During the lifetime of an entity accountants pro­
duce financial statements at arbitrary points in time 
in accordance with which basic accounting concept?
a. Objectivity.
b. Periodicity.
c. Conservatism.
d. Matching.
7. Under which of the following conditions would 
flood damage be considered an extraordinary item for 
financial reporting purposes?
a. Only if floods in the geographical area are 
unusual in nature and occur infrequently.
b. Only if floods are normal in the geographical 
area but do not occur frequently.
c. Only if floods occur frequently in the geo­
graphical area but have been insured against.
d. Under any circumstance flood damage should 
be classified as an extraordinary item.
8. Which of the following events would be accounted 
for as a prior period adjustment?
a. Change in the depreciable lives of fixed 
assets.
b. Change in amount of opening retained earn­
ings balance due to an error in a prior period.
c. Change in the method of computing deprecia­
tion of fixed assets.
d. Change in inventory cost flow assumption 
from first-in, first-out to weighted average.
9. Which of the following principles best describes 
the current method of accounting for research and 
development costs?
a. Immediate recognition as an expense.
b. Associating cause and effect.
c. Systematic and rational allocation.
d. Income tax minimization.
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10. Which of the following is the appropriate basis for 
valuing fixed assets acquired in a business combination 
accounted for as a purchase carried out by exchanging 
cash for common stock?
a. Historic cost.
b. Book value.
c. Cost plus any excess of purchase price over 
book value of asset acquired.
d. Fair value.
11. If a marketable equity security which was 
classified as noncurrent in a prior period were to be 
reclassified as current in the current period, what 
would be the effect upon the valuation allowance 
attendant to that security assuming no change in its 
market value?
a. The valuation allowance should be reclassi­
fied to current also.
b. The valuation allowance should be recognized 
as a loss in the current period.
c. The valuation allowance should be adjusted 
to zero and the security reclassified at cost.
d. The valuation allowance should be recog­
nized as a gain in the subsequent period.
12. When inventory declines in value below original 
(historical) cost, and this decline is considered other 
than temporary, what is the maximum amount that the 
inventory can be valued at?
a. Sales price net of conversion costs.
b. Net realizable value.
c. Historic cost.
d. Net realizable value reduced by a normal 
profit margin.
13. A contingency can be accrued when
a. It is certain that funds are available to settle 
the disputed amount.
b. An asset may have been impaired.
c. The amount of the loss can be reasonably 
estimated and it is evident prior to issuance 
of financial statements that an asset has been 
impaired or a liability incurred.
d. It is evident that an asset has been impaired 
or a liability incurred even though the amount 
of the loss cannot be reasonably estimated.
15. How should a gain from the sale of treasury stock 
be reflected when using the cost method of recording 
treasury stock transactions?
a. As ordinary earnings shown on the earnings 
statement.
b. As paid-in capital from treasury stock trans­
actions.
c. As an increase in the amount shown for 
common stock.
d. As an extraordinary item shown on the earn­
ings statement.
16. Which of the following costs is not a part of the 
defined maximum for pension cost determination?
a. Normal cost.
b. Provision for vested benefits.
c. Interest on overfunding.
d. 10% of prior service costs.
17. How should an unusual event not meeting the 
current criteria for an extraordinary item be disclosed 
in the financial statements?
a. Shown as a separate item in operating reve­
nues or expenses a nd supplemented by a 
footnote if deemed appropriate.
b. Shown in operating revenues or expenses but 
not shown as a separate item.
c. Shown after ordinary net earnings but before 
extraordinary items.
d. Shown after extraordinary items net of in­
come tax but before net earnings.
18. Which of the following is a potential abuse that 
can arise when a business combination is accounted for 
as a pooling of interests?
a. Assets of the investee may be overvalued 
when the price paid by the investor is allo­
cated among specific assets.
b. Earnings of the pooled entity may be in­
creased because of the combination only and 
not as a result of efficient operations.
c. Liabilities may be undervalued when the 
price paid by the investor is allocated to the 
specific liabilities.
d. An undue amount of cost may be assigned 
to goodwill, thus potentially allowing for an 
overstatement of pooled earnings.
14. Which of the following requires intraperiod tax 
allocation?
a. That portion of dividends reduced by the divi­
dends received deduction by corporations 
under existing federal income tax law.
b. The excess of accelerated depreciation used 
for tax purposes over straight-line deprecia­
tion used for financial reporting purposes.
c. Extraordinary gains or losses as defined by 
the Accounting Principles Board.
d. All differences between taxable income and 
financial statement earnings.
19. Which of the following research and development 
related costs should be capitalized and amortized over 
current and future periods?
a. Research and development general labora­
tory building.
b. Inventory used for a specific research project.
c. Administrative salaries allocated to research 
and development.
d. Research findings purchased from another 
company to aid a particular research project 
currently in process.
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20. Which of the following is (are) the proper time 
period(s) to record a change in accounting estimate?
a. Current period and prospectively.
b. Current period and retroactively.
c. Retroactively only.
d. Current period only.
21. When preparing a statement of changes in finan­
cial position using the cash basis for defining funds, an 
increase in ending inventory over beginning inventory 
will result in an adjustment to reported net earnings 
because
a. Funds were increased since inventory is a 
current asset.
b. The net increase in inventory reduced cost of 
goods sold but represents an assumed use of 
cash.
c. Inventory is an expense deducted in com­
puting net earnings, but is not a use of funds.
d. All changes in non-cash accounts must be 
disclosed under the all financial resources 
concept.
22. Which of the following is not a method of 
determining the current value of an asset?
a. Replacement cost.
b. Market value.
c. Restatement of cost for changes in general 
price level.
d. Net present value of expected future cash 
flows.
23. In addition to a statement of financial position, 
earnings statement, retained earnings statement, and 
statement of changes in financial position, a complete 
set of financial statements must include
a. Adequate disclosure of accounting policies.
b. An auditor’s opinion.
c. A ten-year summary of operations.
d. Historical “ common size’’ financial sum­
maries.
24. The par-value method of accounting for treasury 
stock differs from the cost method in that
a. No gains or losses are recognized on the sale 
of treasury stock using the par-value method.
b. Any gain is recognized upon repurchase of 
stock but a loss is treated as an adjustment 
to retained earnings.
c. It reverses the original entry to issue the 
common stock with any difference between 
carrying value and proceeds adjusted 
through paid-in capital and treats a sub­
sequent resale like a new issuance of common 
stock.
d. It reverses the original entry to issue the 
common stock with any difference being 
shown as an ordinary gain or loss and does 
not recognize any gain or loss on a subse­
quent resale of the stock.
25. A change in the foreign currency exchange rate 
between the date a transaction occurred and the date of 
the current financial statements would give rise to an 
exchange gain or loss if
a. The asset or liability being translated is car­
ried at a price in a current purchase or sale 
exchange.
b. The asset or liability being translated is car­
ried at a price in a past purchase or sale ex­
change.
c. The revenue or expense item relates to an 
asset or liability that is translated at histori­
cal rates.
d. The revenue or expense item relates to a de­
ferred asset or liability shown on a previous 
statement of financial position.
26. Which of the following should be accrued as 
revenues by the general fund of a local government?
a. Sales taxes held by the state which will be 
remitted to the local government.
b. Parking meter revenues.
c. Sales taxes collected by merchants.
d. Income taxes currently due.
27. Which account represents the equity of a non­
enterprise fund?
a. Net assets.
b. Fund balance.
c. Reserves.
d. Unencumbered balance.
28. An “ actuarial deficiency’’ would appear in which 
fund?
a. Agency.
b. Trust.
c. General.
d. Debt service.
29. “ Excess of net billings to departments over 
costs’’ would appear in the financial statement of which 
fund?
a. Intragovernmental service.
b. Enterprise.
c. Capital projects.
d. Special revenue.
30. The accounting for special revenue funds is most 
similar to which type of fund?
a. Capital projects.
b. General.
c. Enterprise.
d. Special assessment.
31. Which type of fund can be either expendable or 
non-expendable?
a. Debt service.
b. Enterprise.
c. Trust.
d. Special revenues.
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32. “ Investment in general fixed assets” accounts 
would appear in which fund or group of accounts?
a. General fixed assets.
b. Enterprise.
c. Capital projects.
d. General.
33. Which of the following expenditures is normally 
recorded on the accrual basis in the general fund?
a. Interest.
b. Personal services.
c. Inventory items.
d. Prepaid expenses.
34. When should revenues from interest on assess­
ments receivable be recorded in a special assessment 
fund?
a. When legally due.
b. When assessed.
c. When collected in cash.
d. When the amount is known.
35. If the fixed costs attendant to a product increase 
while variable costs and sales price remain constant 
what will happen to (1) contribution margin and (2) 
break-even point?
Contribution Breakeven 
pointmargin
a. Unchanged
b. Unchanged
c. Increase
d. Decrease
increase
unchanged
decrease
increase
36. In a process costing system that assumes that 
normal spoilage occurs at the end of a process, the cost 
attributable to normal spoilage should be assigned to
a. Ending work-in-process inventory.
b. Cost of goods manufactured and ending 
work-in-process inventory in the ratio of 
units worked on during the period to units 
remaining in work-in-process inventory.
c. Cost of goods manufactured (transferred out).
d. A separate loss account in order to highlight 
production inefficiencies.
37. Which of the following must be known about a 
production process in order to institute a direct costing 
system?
a. The variable and fixed components of all 
costs related to production.
b. The controllable and non-controllable com­
ponents of all costs related to production.
c. Standard production rates and times for all 
elements of production.
d. Contribution margin and break-even point 
for all goods in production.
38. Under which of the following conditions will the 
first-in, first-out method of process costing produce the 
same cost of goods manufactured amount as the 
weighted-average method?
a. When goods produced are homogeneous in 
nature.
b. When there is no beginning inventory.
c. When there is no ending inventory.
d. When beginning and ending inventories are 
each fifty percent complete.
39. A basic tenet of direct costing is that period costs 
should be currently expensed. What is the basic ratio­
nale behind this procedure?
a. Period costs are uncontrollable and should 
not be charged to a specific product.
b. Period costs are generally immaterial in 
amount and the cost of assigning the amounts 
to specific products would outweigh the 
benefits.
c. Allocation of period costs is arbitrary at best 
and could lead to erroneous decisions by 
management.
d. Period costs will occur whether or not pro­
duction occurs and so it is improper to allo­
cate these costs to production and defer a 
current cost of doing business.
40. How should the balances of progress billings and 
construction in progress be shown at reporting dates 
prior to the completion of a long-term contract?
a. Progress billings as deferred income, con­
struction in progress as a deferred ex­
pense.
b. Progress billings as income, construction in 
progress as inventory.
c. Net, as a current asset if debit balance and 
current liability if credit balance.
d. Net, as income from construction if credit 
balance, and loss from construction if debit 
balance.
41. The purpose of a flexible budget is to
a. Allow management some latitude in meeting 
goals.
b. Eliminate cyclical fluctuations in production 
reports by ignoring variable costs.
c. Compare actual and budgeted results at 
virtually any level of production.
d. Reduce the total time in preparing the annual 
budget.
42. When using full absorption costing, what costs 
attendant to an element of production (material, labor 
or overhead) are used in order to compute variances 
from standard amounts?
a. Total costs.
b. Variable costs.
c. Fixed costs.
d. Controllable costs.
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43. Which of the following is the most probable 
reason a company would experience an unfavorable 
labor rate variance and a favorable labor efficiency 
variance?
The mix of workers assigned to the particular 
job was heavily weighted towards the use of 
higher paid experienced individuals.
The mix of workers assigned to the particular 
job was heavily weighted towards the use of 
new relatively low paid unskilled workers. 
Because of the production schedule workers 
from other production areas were assigned to 
assist this particular process.
Defective materials caused more labor to 
be used in order to produce a standard unit.
a.
b.
c.
d.
44. Each of the following areas must always have a 
footnote included in the financial statements comment­
ing on normal transactions within that area except
a. Assets acquired by lease.
b. Trade accounts receivable.
c. Pension plans.
d. Employee stock options.
45. Which of the following quantitative techniques is 
used to determine the fixed and variable elements of a 
semivariable cost?
a. Queuing theory.
b. Linear programming.
c. Simplex method.
d. Least squares.
46. When using the simplex method to solve a linear 
programming problem for the maximization of con­
tribution margin, the optimum solution has been 
reached when the values in the index row of the matrix 
are
a. All zero.
b. All positive or zero.
c. Equal to zero when added across.
d. Equal to a positive value when added across.
47. Internal reports prepared under the responsi­
bility-accounting approach should be limited to which 
of the following costs?
a. Only variable costs of production.
b. Only conversion costs.
c. Only controllable costs.
d. Only costs properly allocable to the cost 
center under generally accepted accounting 
principles.
48. Each of the following is a method by which to 
allocate joint costs except
a. Relative sales value.
b. Relative profitability.
c. Relative weight, volume, or linear measure.
d. Average unit cost.
49. Normal spoilage is properly classified as a (an)
a. Extraordinary item.
b. Period cost.
c. Product cost.
d. Deferred charge.
50. The minimum return that a project must earn for a 
company in order to leave the value of the company 
unchanged is the
a. Current borrowing rate.
b. Discount rate.
c. Cost of capital.
d. Capitalization rate.
Number 2 (Estimated time----- 15 to 20 minutes)
The earnings per share data required of a company 
depend on the nature of its capital structure. A corpo­
ration may have a simple capital structure and only 
compute “ earnings per common share” or may have 
a complex capital structure and have to compute 
“ primary earnings per share” and “ fully diluted earn­
ings per share.”
Required:
a. Define the term “common stock equivalent” 
and describe what securities would be considered 
common stock equivalents in the computation of 
earnings per share.
b. Define the term “complex capital structure” 
and discuss the disclosures (both financial and 
explanatory) necessary for earnings per share when a 
corporation has a complex capital structure.
Number 3 (Estimated time----- 15 to 20 minutes)
An important part of managerial accounting is the 
analysis of the types of costs that a business entity can 
incur. These types of costs are generally classified as 
variable, fixed, and semivariable.
Required:
a. Define and discuss the identifying character­
istics of a
1. Variable cost.
2. Fixed cost.
b. With respect to a semivariable cost
1. Define and discuss the identifying charac­
teristics of a semivariable cost.
2. Discuss the three basic methods employed 
to “break down” a semivariable cost into 
its component parts.
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Milton Corporation entered into a lease arrange­
ment with James Leasing Corporation for a certain 
machine. James's primary business is leasing and it is 
not a manufacturer or dealer. Milton will lease the 
machine for a period of three years which is 50% of the 
machine’s economic life. James will take possession of 
the machine at the end of the initial three-year lease 
and lease it to another smaller company that does not 
need the most current version of the machine. Milton 
does not guarantee any residual value for the machine 
and will not purchase the machine at the end of the 
lease term.
Milton’s incremental borrowing rate is 10% and 
the implicit rate in the lease is 8½ %. Milton has no way 
of knowing the implicit rate used by James. Using 
either rate, the present value of the minimum lease 
payments is between 90% and 100% of the fair value of 
the machine at the date of the lease agreement.
Milton has agreed to pay all executory costs 
directly and no allowance for these costs is included in 
the lease payments.
James is reasonably certain that Milton will pay all 
lease payments, and, because Milton has agreed to pay 
all executory costs, there are no important uncertainties 
regarding costs to be incurred by James.
Required:
a. With respect to Milton (the lessee) answer the 
following:
1. What type of lease has been entered into? 
Explain the reason for your answer.
2. How should Milton compute the appro­
priate amount to be recorded for the lease 
or asset acquired?
3. What accounts will be created or affected 
by this transaction and how will the lease 
or asset and other costs related to the 
transaction be matched with earnings?
4. What disclosures must Milton make 
regarding this lease or asset?
b. With respect to James (the lessor) answer the 
following:
1. What type of leasing arrangement has 
been entered into? Explain the reason for 
your answer.
2. How should this lease be recorded by 
James and how are the appropriate 
amounts determined?
3. How should James determine the appro­
priate amount of earnings to be recog­
nized from each lease payment?
4. What disclosures must James make re­
garding this lease?
Number 4 (Estimated time------20 to 25 minutes)
Part a. The appropriate method of amortizing a 
premium or discount on issuance of bonds is the 
effective interest method.
Required:
1. What is the effective interest method of 
amortization and how is it different from and similar to 
the straight-line method of amortization?
2. How is amortization computed using the 
effective interest method, and why and how do amounts 
obtained using the effective interest method differ from 
amounts computed under the straight-line method?
Part b. Gains or losses from the early extinguish­
ment of debt that is refunded can theoretically be 
accounted for in three ways:
• Amortized over remaining life of old debt.
• Amortized over the life of the new debt issue.
• Recognized in the period of extinguishment.
Required:
1. Discuss the supporting arguments for each of 
the three theoretic methods of accounting for gains and 
losses from the early extinguishment of debt.
2. Which of the above methods is generally 
accepted and how should the appropriate amount of 
gain or loss be shown in a company’s financial state­
ments?
Number 5 (Estimated time------15 to  20 minutes)
Number 6 (Estimated time----- 15 to 20 minutes)
Interim financial reporting has become an im­
portant topic in accounting. There has been consider­
able discussion as to the proper method of reflecting 
results of operations at interim dates. Accordingly, the 
Accounting Principles Board issued an opinion 
clarifying some aspects of interim financial reporting.
Required:
a. Discuss generally how revenue should be 
recognized at interim dates and specifically how reve­
nue should be recognized for industries subject to 
large seasonal fluctuations in revenue and for long­
term contracts using the percentage-of-completion 
method at annual reporting dates.
b. Discuss generally how product and period 
costs should be recognized at interim dates. Also 
discuss how inventory and cost of goods sold may be 
afforded special accounting treatment at interim dates.
c. Discuss how the provision for income taxes is 
computed and reflected in interim financial statements.
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May 1979
Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 2, 1979; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 .....................
No. 2 .....................
No. 3 .....................
No. 4 .....................
No. 5 .....................
Total...........
Estimated Minutes 
Minimum Maximum
40 50
40 50
50 60
50 60
40 50
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “ continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place
them immediately following the question to which 
they relate.
4. Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97.  
Items to be Answered
Number 1 (Estimated tim e----- 40 to 50 minutes)
1. Tob Corporation purchased certain machinery on 
January 1, 1973. At the date of acquisition, the 
machinery had an estimated useful life of ten years with 
no salvage. The machinery was being depreciated using 
the double-declining-balance method for both financial 
statement reporting and income tax reporting. On 
January 1, 1978, Tob changed to the straight-line 
method for depreciation of the machinery for financial 
statement reporting but not for income tax reporting. 
Assume that Tob can justify the change.
The accumulated depreciation from January 1, 
1973, through December 31, 1977, under the double- 
declining-balance method was $200,000. If the straight- 
line method had been used, the accumulated deprecia­
tion from January 1, 1973, through December 31, 1977, 
would have been $140,000. Assuming that the income 
tax rate for the years 1973 through 1978 is 50%, the 
amount shown in the 1978 income statement for the 
cumulative effect of changing from the double- 
declining-balance method to the straight-line method 
would be
a. $0.
b. $30,000 credit.
c. $60,000 credit.
d. $60,000 debit.
2. The Raff Company purchased a machine on 
January 1, 1978, for $5,500,000. The machine has an 
estimated useful life of ten years with no salvage. The 
machine is being depreciated using the sum-of-the- 
years-digits method for income tax reporting and the 
straight-line method for financial statement reporting. 
Assuming that the income tax rate is 50%, the amount 
of deferred taxes charged to Raff’s 1978 income state­
ment would be
a. $225,000.
b. $275,000.
c. $450,000.
d. $550,000.
3. On December 31, 1977, Kim, Inc., had 2,000,000 
shares of authorized $10 par value voting common stock 
of which 1,600,000 were issued and outstanding. On 
December 1, 1978, Kim issued 250,000 additional shares 
of its $10 par value voting common stock in exchange 
for all 100,000 shares of Terry Company’s outstanding 
$20 par value voting common stock in a business com­
bination appropriately accounted for by the pooling of 
interests method. The market value of Kim’s voting 
common stock was $30 per share on the date of the 
business combination. Wh at is the total consolidated 
common stock issued and outstanding for Kim and its 
subsidiary, Terry, at December 31, 1978?
a. $17,000,000.
b. $18,500,000.
c. $22,500,000.
d. $55,500,000.
4. At December 31, 1978, the Suppa Company had
500,000 shares of common stock issued and out­
standing, 400,000 of which had been issued and out­
standing throughout the year and 100,000 of which were 
issued on October 1, 1978. Net income for the year 
ended December 31, 1978, was $2,144,000. What should 
be Suppa’s 1978 earnings per common share, rounded 
to the nearest penny?
a. $4.29.
b. $4.76.
c. $5.04.
d. $5.36.
5. The Madden Company had 600,000 shares of 
common stock issued and outstanding at December 31, 
1977. During 1978, no additional common stock was 
issued. On January 1, 1978, Madden issued 400,000 
shares of nonconvertible preferred stock. During 1978, 
Madden declared and paid $200,000 cash dividends on 
the common stock and $110,000 on the nonconvertible 
preferred stock. Net income for the year ended 
December 31, 1978, was $750,000. What should be 
Madden’s 1978 earnings per common share, rounded to 
the nearest penny?
a. $0.73.
b. $0.92.
c. $1.07.
d. $1.25.
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6. During 1978, Red, Incorporated, purchased 
$2,000,000 of inventory. The cost of goods sold for 
1978 was $2,200,000, and the ending inventory at 
December 31, 1978, was $400,000. What was the inven­
tory turnover for 1978?
a. 4.0.
b. 4.4.
c. 5.5.
d. 11.0.
7. An inventory loss from market decline of $600,000 
occurred in May 1978. The Kup Company recorded this 
loss in May 1978 after its March 31, 1978, quarterly 
report was issued. None of this loss was recovered by 
the end of the year. How should this loss be reflected in 
Kup’s quarterly income statements?
Three Months Ended
March June September December
31,1978 30,1978 30,1978 31,1978
a. $ 0
b. $ 0
c. $ 0
d. $150,000
$ 0 
$200,000 
$600,000 
$150,000
$ 0 
$200,000 
$ 0 
$150,000
$600,000 
$200,000 
$ 0 
$150,000
8. On October 1, 1978, Mann Company purchased 
500 of the $1,000 face value, 8% bonds of Womann, In­
corporated, for $540,000, which includes accrued 
interest of $10,000. The bonds, which mature on 
January 1, 1985, pay interest semiannually on January 1 
and July 1. Assuming that Mann uses the straight-line 
method of amortization and that the bonds are 
appropriately recorded as a long-term investment, the 
bonds should be shown on Mann’s December 31, 1978, 
balance sheet at
a. $528,400.
b. $528,800.
c. $530,000.
d. $540,000.
9. On December 1, 1978, Chest Corporation pur­
chased 200,000 shares representing 45% of the out­
standing stock of Park Company for cash of 
$2,500,000. As a result of this purchase, Chest has the 
ability to exercise significant influence over the 
operating and financial policies of Park. 45% of the net 
income of Park amounted to $20,000 for the month of 
December and $350,000 for the year ended December 
31, 1978. The appropriate amount of goodwill amor­
tization to be recorded by Chest in 1978 as a result of its 
purchase of Park stock would be $10,000. On January 
15, 1979, cash dividends of $0.30 per share were paid to 
stockholders of record on December 31, 1978. Chest’s 
long-term investment in Park should be shown in 
Chest’s December 31, 1978, balance sheet at
a. $2,450,000.
b. $2,460,000.
c. $2,500,000.
d. $2,510,000.
10. The France Company owns a foreign subsidiary 
with 2,400,000 local currency units (LCU) of property, 
plant, and equipment before accumulated depreciation 
at December 31, 1978. Of this amount, 1,500,000 LCU 
were acquired in 1976 when the rate of exchange was 1.5 
LCU to $1, and 900,000 LCU were acquired in 1977 
when the rate of exchange was 1.6 LCU to $1. The rate 
of exchange in effect at December 31, 1978, was 1.9 
LCU to $1. The weighted average of exchange rates 
which were in effect during 1978 was 1.8 LCU to $1. 
Assuming that the property, plant, and equipment are 
depreciated using the straight-line method over a 
ten-year period with no salvage value, how much 
depreciation expense relating to the foreign subsidiary’s 
property, plant, and equipment should be charged in 
France’s income statement for 1978?
a. $126,316.
b. $133,333.
c. $150,000.
d. $156,250.
11. The Standard Company leased a piece of equip­
ment to the Piping Company on July 1, 1977, for a one- 
year period expiring June 30, 1978, for $90,000 a 
month. On July 1, 1978, Standard leased this piece of 
equipment to the Tacking Company for a three-year 
period expiring June 30, 1981, for $100,000 a month. 
The original cost of the piece of equipment was 
$6,000,000. The piece of equipment which has been con­
tinually on lease since July 1, 1973, is being depreciated 
on a straight-line basis over an eight-year period with no 
salvage value. Assuming that both the lease to Piping 
and the lease to Tacking are appropriately recorded as 
operating leases for accounting purposes, what is the 
amount of income (expense) before income taxes that 
each would record as a result of the above facts for the 
year ended December 31, 1978?
Standard Piping
a. $ 390,000
b. $ 390,000
c. $1,140,000
d. $1,140,000
($540,000)
($540,000)
($165,000)
($915,000)
Tacking
($600,000)
($975,000)
($225,000)
($600,000)
12. On December 1, 1978, the Simpson Company 
issued at 103, one hundred of its 5%, $1,000 bonds. 
Attached to each bond was one detachable stock pur­
chase warrant entitling the holder to purchase 10 shares 
of Simpson’s common stock. On December 1, 1978, the 
market value of the bonds, without the stock purchase 
warrants, was 94, and the market value of each stock 
purchase warrant was $60. The amount of the proceeds 
from the issuance that should be accounted for as the in­
itial carrying value of the bonds payable would be
a. $ 94,000.
b. $ 96,820.
c. $ 97,000.
d. $103,000.
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13. Cash dividends on the $10 par value common 
stock of Ray Company were as follows:
1st quarter of 1978 $ 800,000
2nd quarter of 1978 900,000
3rd quarter of 1978 1,000,000
4th quarter of 1978 1,100,000
The 4th quarter cash dividend was declared on 
December 20, 1978, to stockholders of record on 
December 31, 1978. Payment of the 4th quarter cash 
dividend was made on January 9, 1979.
In addition, Ray declared a stock dividend on 
its $10 par value common stock on December 1, 1978, 
when there were 300,000 shares issued and outstanding 
and the market value of the common stock was $20 per 
share. The shares were issued on December 21, 1978.
What was the effect on Ray’s stockholders’ equity 
accounts as a result of the above transactions?
Common
Stock
Additional 
Paid-In Capital
Retained
Earnings
a. $ 0 $ 0 $3,800,000 debit
b. $150,000 credit $ 0 $3,950,000 debit
c. $150,000 credit $150,000 credit $4,100,000 debit
d. $300,000 credit $300,000 debit $3,800,000 debit
14. The Tall Company leased equipment from the 
Small Company on July 1, 1978, for an eight-year 
period expiring June 30, 1986. Equal annual payments 
under the lease are $500,000 and are due on July 1 of 
each year. The first payment was made on July 1, 1978. 
The rate of interest contemplated by Tall and Small is 
10%. The cash selling price of the equipment is 
$2,934,000 and the cost of the equipment on Small’s ac­
counting records was $2,500,000. Assuming that the 
lease is appropriately recorded as a sale for accounting 
purposes by Small, what is the amount of profit on the 
sale and the interest income that Small would record for 
the year ended December 31, 1978?
a. $0 and $0.
b. $0 and $121,700.
c. $434,000 and $121,700.
d. $434,000 and $133,250.
15. Donahue Corporation purchased a machine in 
1976 when the general price-level index was 180. The 
price-level index was 190 in 1977 and 200 in 1978. The 
price-level indexes above are stated in terms of the 1958 
base year. Donahue prepares supplemental general 
price-level financial statements (financial statements 
restated for changes in the general purchasing power of 
the dollar), as recommended by APB Statement No. 3. 
Depreciation is $100,000 a year. In Donahue’s general 
price-level income statement for 1978, the amount of 
depreciation would be stated as
a. $ 90,000.
b. $ 95,000.
c. $105,263.
d. $111,111.
16. The working capital provided from operations in 
Seat’s statement of changes in financial position for 
1978 was $8,000,000. For 1978, depreciation on fixed 
assets was $3,800,000, amortization of goodwill was 
$100,000, and dividends on common stock were 
$2,000,000. Based on the information given above, 
Seat’s net income for 1978 was
a. $2,100,000.
b. $4,100,000.
c. $8,000,000.
d. $11,900,000.
17. Selected information from Basket Company’s 
1978 accounting records is as follows:
Proceeds from issuance of common stock $8,000,000 
Proceeds from issuance of preferred stock 2,000,000 
Dividends on common stock 1,000,000
Dividends on preferred stock 400,000
Purchases of treasury stock 300,000
Sales of stock to officers and 
employees not included above 200,000
Assuming funds are defined as working capital, 
Basket’s statement of changes in financial position for 
the year ended December 31, 1978, would show the 
following sources and uses of funds, based on the infor­
mation given above
Sources Uses
a. $ 9,900,000 $1,400,000
b. $10,000,000 $1,400,000
c. $10,000,000 $1,900,000
d. $10,200,000 $1,700,000
18. Royal Company’s net accounts receivable were 
$500,000 at December 31, 1977, and $600,000 at 
December 31, 1978. Net cash sales for 1978 were 
$200,000. The accounts receivable turnover for 1978 
was 5.0. What were Royal’s total net sales for 1978?
a. $2,950,000.
b. $3,000,000.
c. $3,200,000.
d. $5,500,000.
19. On January 1, 1978, the Ben Company formed a 
foreign subsidiary. On February 15, 1978, Ben’s sub­
sidiary purchased 100,000 local currency units (LCU) of 
inventory. 25,000 LCU of the original inventory pur­
chased on February 15, 1978, made up the entire inven­
tory on December 31, 1978. The exchange rates were 2.2 
LCU to $1 from January 1, 1978, to June 30, 1978, and 
2 LCU to $1 from July 1, 1978, to December 31, 1978. 
The December 31, 1978, inventory balance for Ben’s 
foreign subsidiary should be translated into United 
States dollars of
a. $10,500.
b. $11,364.
c. $11,905.
d. $12,500.
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20. On December 30, 1976, Future, Incorporated, 
paid $2,000,000 for land. At December 31, 1977, the 
fair value of the land was $2,200,000. In January 1978, 
the land was sold for $2,250,000. Ignoring income 
taxes, by what amount should stockholders’ equity be 
increased for 1977 and 1978 as a result of the above
22. Bernie Company purchased a new machine with 
an estimated useful life of five years with no salvage 
value for $45,000. The machine is expected to produce 
cash flow from operations, net of income taxes, as 
follows:
facts in current fair value financial statements? 1st year $ 9,000
2nd year 12,000
1977 1978 3rd year 15,000
4th year 9,000
a. $ 0 $ 50,000 5th year 8,000
b.
c.
d.
$ 0 
$200,000 
$200,000
$250,000 
$ 0 
$ 50,000
Bernie will use the sum-of-the-years-digits method 
to depreciate the new machine in its accounting records 
as follows:
Number 2 (Estimated tim e---- - 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting and 
quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on your total correct 
answers.
Items to be Answered
21. Serven Corporation has estimated its activity for 
June 1979. Selected data from these estimated amounts 
are as follows:
• Sales $700,000
Gross profit (based on sales) 30%
Increase in trade accounts receivable
during month $ 20,000
Change in accounts payable during 
month $ 0
Increase in inventory during month $ 10,000
• Variable selling, general and administrative ex­
penses (S, G & A) includes a charge for uncollectible ac­
counts of 1% of sales.
• Total S, G & A is $71,000 per month plus 15% 
of sales.
• Depreciation expense of $40,000 per month is 
included in fixed S, G & A.
On the basis of the above data, what are the 
estimated cash disbursements from operations for 
June?
a. $619,000.
b. $626,000.
c. $629,000.
d. $636,000.
1st year $15,000
2nd year 12,000
3rd year 9,000
4th year 6,000
5th year 3,000
What is the pay-back period?
a. 2 years.
b. 3 years.
c. 4 years.
d. 5 years.
23. The Bread Company is planning to purchase a new 
machine which it will depreciate on a straight-line basis 
over a ten-year period. A full year’s depreciation will be 
taken in the year of acquisition. The machine is ex­
pected to produce cash flow from operations, net of in­
come taxes, of $3,000 in each of the ten years. The ac­
counting (book value) rate of return is expected to be 
10% on the initial increase in required investment. The 
cost of the new machine will be
a. $12,000.
b. $13,500.
c. $15,000.
d. $30,000.
24. O’Connor Company manufactures Product J and 
Product K from a joint process. For Product J, 4,000 
units were produced having a sales value at split-off of 
$15,000. If Product J were processed further, the addi­
tional costs would be $3,000 and the sales value would 
be $20,000. For Product K, 2,000 units were produced 
having a sales value at split-off of $10,000. If Product K 
were processed further, the additional costs would be 
$1,000 and the sales value would be $12,000. Using the 
relative-sales-value at split-off approach, the portion of 
the total joint product costs allocated to Product J was 
$9,000. What were the total joint product costs?
a. $14,400.
b. $15,000.
c. $18,400.
d. $19,000.
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25. Oxford Company had sales of $3,000,000, 
variable costs of $1,800,000 and fixed costs of $800,000 
for Product Brum. What would be the amount of sales 
dollars at the break-even point?
a. $2,000,000.
b. $2,400,000.
c. $2,600,000.
d. $2,760,000.
26. The Seahawk Company is planning to sell 200,000 
units of Product B. The fixed costs are $400,000 and the 
variable costs are 60% of the selling price. In order to 
realize a profit of $100,000, the selling price per unit 
would have to be
a. $3.75.
b. $4.17.
c. $5.00.
d. $6.25.
27. Gene, Inc., invested in a machine with a useful life 
of six years and no salvage value. The machine was 
depreciated using the straight-line method and it was ex­
pected to produce annual cash inflow from operations, 
net of income taxes, of $2,000. The present value of an 
ordinary annuity of $1 for six periods at 10% is 4.355. 
The present value of $1 for six periods at 10% is 0.564. 
Assuming that Gene used a time-adjusted rate of return 
of 10%, what was the amount of the original invest­
ment?
a. $5,640.
b. $8,710.
c. $9,000.
d. $11,280.
28. The Polly Company wishes to determine the 
amount of safety stock that it should maintain for Pro­
duct D that will result in the lowest cost.
The following information is available:
Stockout cost
Carrying cost of safety stock 
Number of purchase orders
$80 per occurrence 
$2 per unit 
5 per year
29. Sybil Company purchased a new machine with a 
useful life of seven years and no salvage on January 1, 
1978, for $400,000. The machine was depreciated using 
the straight-line method and it was expected to produce 
annual cash flow from operations, net of income taxes, 
of $90,000. The present value of an ordinary annuity of 
$1 for seven periods at 12% is 4.564. The present value 
of $1 for seven periods at 12% is 0.452. Assuming that 
Sybil used a time-adjusted rate of return of 12%, what 
was the net present value?
a. $6,800.
b. $10,760.
c. $182,000.
d. $230,000.
30. The Aron Company requires 40,000 units of Pro­
duct Q for the year. The units will be required evenly 
throughout the year. It costs $60 to place an order. It 
costs $10 to carry a unit in inventory for the year. What 
is the economic order quantity?
a. 400.
b. 490.
c. 600.
d. 693.
31. Information for the month of May concerning 
Department A, the first stage of Wit Corporation’s pro­
duction cycle, is as follows:
Conversion 
Materials costs
Work in process,
beginning $ 4,000 $ 3,000
Current costs 20,000 16,000
Total costs $24,000 $19,000
Equivalent units
based on 
weighted- 
average method 100,000 95,000
The available options open to Polly are as follows: Average unit costs $ 0.24 $ 0.20
Units o f 
Safety Stock
Probability o f Running 
Out o f Safety Stock
10 50%
20 40%
30 30%
40 20%
50 10%
55 5%
The number of units of safety stock that will result 
in the lowest cost are
a. 20.
b. 40.
c. 50.
d. 55.
Goods completed 
Work in process, 
end
90,000 units
10,000 units
Material costs are added at the beginning of the process. 
The ending work in process is 50% complete as to con­
version costs. How would the total costs accounted for 
be distributed, using the weighted-average method?
Goods Work in
Completed Process, End
a. $39,600 $3,400
b. $39,600 $4,400
c. $43,000 $ 0
d. $44,000 $3,400
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32. Andy Company manufactures products N, P, and
R from a joint process. The following information is
available:  Product
N P R Total
Units pro­
duced 
Sales value
12,000 ? 7 24,000
at split-off ? 7 $50,000 $200,000
Joint costs 
Sales value 
if pro­
cessed fur­
ther
Additional 
costs if 
processed 
further
$ 48,000 7 7 $120,000
$110,000 $90,000 $60,000 $260,000
$ 18,000 $14,000 $10,000 $ 42,000
Assuming that joint product costs are allocated using 
the relative-sales-value at split-off approach, what was 
the sales value at split-off for products N and P?
Product N Product P
a. $ 66,000 $84,000
b. $ 80,000 $70,000
c. $ 98,000 $84,000
d. $100,000 $50,000
33. The Pauley Company plans to expand its sales 
force by opening several new branch offices. Pauley has 
$10,400,000 in capital available for new branch offices. 
Pauley will consider opening only two types of 
branches; 20-person branches (Type A) and 10-person 
branches (Type B). Expected initial cash outlays are 
$1,300,000 for a Type A branch and $670,000 for a 
Type B branch. Expected annual cash inflow, net of in­
come taxes, is $92,000 for a Type A branch and $36,000 
for a Type B branch. Pauley will hire no more than 200 
employees for the new branch offices and will not open 
more than 20 branch offices. Linear programming will 
be used to help decide how many branch offices should 
be opened.
In a system of equations for a linear programming 
model, which of the following equations would not 
represent a constraint (restriction)?
a. A + B ≤  20.
b. 20 A + 10 B ≤  200.
c. $92,000 A + $36,000 B ≤  $128,000.
d. $1,300,000 A + $670,000 B ≤  $10,400,000.
34. Bert Company has projected cost of goods sold of 
$2,0 0 ,000 including fixed costs of $400,000 and 
variable costs are expected to be 75% of net sales. What 
will be the projected net sales?
a. $2,133,333.
b. $2,400,000.
c. $2,666,667.
d. $3,200,000.
35. The Wiring Department is the second stage of 
Flem Company’s production cycle. On May 1, the 
beginning work in process contained 25,000 units which 
were 60% complete as to conversion costs. During May, 
100,000 units were transferred in from the first stage of 
Flem’s production cycle. On May 31, the ending work in 
process contained 20,000 units which were 80% com­
plete as to conversion costs. Material costs are added at 
the end of the process. Using the weighted-average 
method, the equivalent units were
Transferred-in
costs Materials
Conversion
costs
125,000
105,000
105,000
125,000
36. Cardinal Company needs 20,000 units of a certain 
part to use in its production cycle. The following in­
formation is available:
a.
b.
c.
d.
100,000
125,000
125,000
125,000
100,000
105,000
121,000 
121,000
Cost to Cardinal to make the part:
Direct materials 
Direct labor 
Variable overhead 
Fixed overhead applied
Cost to buy the part from 
the Oriole Company
$ 4 
16 
8
10
$38
$36
If Cardinal buys the part from Oriole instead of 
making it, Cardinal could not use the released facilities 
in another manufacturing activity. 60% of the fixed 
overhead applied will continue regardless of what deci­
sion is made.
In deciding whether to make or buy the part, the 
total relevant costs to make the part are
a. $560,000.
b. $640,000.
c. $720,000.
d. $760,000.
37. Information on Material Company’s direct- 
material costs is as follows:
Actual units of direct materials used 
Actual direct-material costs 
Standard price per unit of 
direct materials 
Direct-material efficiency 
variance-favorable
20,000
$40,000
$ 2.10
$ 3,000
What was Material’s direct-material price variance?
a. $1,000 favorable.
b. $1,000 unfavorable.
c. $2,000 favorable.
d. $2,000 unfavorable.
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38. Boyer Company manufactures basketballs. The 
forecasted income statement for the year before any 
special orders is as follows:
Sales
Manufacturing cost of 
goods sold
Gross profit 
Selling expenses
Operating income
Amount
$4,000,000
3,200,000
800,000
300,000
Per Unit
$10.00
8.00
2.00
.75
$ 500,000 $ 1.25
Fixed costs included in the above forecasted income 
statement are $1,200,000 in manufacturing cost of 
goods sold and $100,000 in selling expenses.
A special order offering to buy 50,000 basketballs 
for $7.50 each was made to Boyer. There will be no ad­
ditional selling expenses if the special order is accepted. 
Assuming Boyer has sufficient capacity to manufacture
50,000 more basketballs, by what amount would 
operating income be increased or decreased as a result 
of accepting the special order?
a. $25,000 decrease.
b. $62,500 decrease.
c. $100,000 increase.
d. $125,000 increase.
39. Information on Overhead Company’s overhead 
costs is as follows:
Standard applied overhead $80,000
Budgeted overhead based on standard 
direct-labor hours allowed $84,000
Budgeted overhead based on actual 
direct-labor hours allowed $83,000
Actual overhead $86,000
What is the total overhead variance?
a. $2,000 unfavorable.
b. $3,000 favorable.
c. $4,000 favorable.
d. $6,000 unfavorable.
40. Cooper plans to invest $2,000 at the end of each of 
the next ten years. Assume that Cooper will earn interest 
at an annual rate of 6% compounded annually. The 
future amount of an ordinary annuity of $1 for ten 
periods at 6% is 13.181. The present value of $1 for ten 
periods at 6% is 0.558. The present value of an ordinary 
annuity of $1 for ten periods at 6% is 7.360. The invest­
ment after the end of ten years would be
a. $14,720.
b. $21,200.
c. $26,362.
d. $27,478.
Number 3 (Estimated tim e------50 to 60 minutes)
Number 3 consists of three unrelated parts.
Part a. On September 1, 1977, the Horn 
Company purchased 200,000 shares representing 45% 
of the outstanding stock of Mat Company for cash. As 
a result of the purchase, Horn has the ability to exercise 
significant influence over the operating and financial 
policies of Mat. Goodwill of $500,000 was appropriate­
ly recognized by Horn at the date of the purchase.
On December 1, 1978, Horn purchased 300,000 
shares representing 30% of the outstanding stock of 
Simon Company for cash of $2,500,000. The 
stockholders’ equity section of Simon’s balance sheet at 
the date of the acquisition was as follows:
Common stock, par value $2.00 a share 
Additional paid-in capital 
Retained earnings
$2 ,000,000
1,000,000
4,000,000
$7,000,000
Furthermore, at the date of acquisition, the fair value of 
Simon’s property, plant, and equipment, net, was 
$3,800,000 whereas the book value was $3,500,000. For 
all of the other assets and liabilities of Simon the fair 
value and book value was equal. As a result of the 
transaction, Horn has the ability to exercise significant 
influence over the operating and financial policies of 
Simon.
Assume that Horn amortizes goodwill over the 
maximum period allowed and takes a full year’s 
amortization in the year of purchase.
Required:
Prepare a schedule computing the amount of good­
will and accumulated amortization at December 31, 
1978, and the goodwill amortization for the year ended 
December 31, 1978. Show supporting computations in 
good form.
Part b. The Barb Company has provided in­
formation on intangible assets as follows:
• A patent was purchased from the Lou 
Company for $1,500,000 on January 1, 1977. Barb 
estimated the remaining useful life of the patent to be 
ten years. The patent was carried in Lou’s accounting 
records at a net book value of $ 1,250,000 when Lou sold 
it to Barb.
• During 1978, a franchise was purchased from 
the Rink Company for $500,000. In addition, 5% of 
revenue from the franchise must be paid to Rink. 
Revenue from the franchise for 1978 was $2,000,000. 
Barb estimates the useful life of the franchise to be ten 
years and takes a full year’s amortization in the year of 
purchase.
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• Barb incurred research and development costs 
in 1978 as follows:
Materials and equipment
Personnel
Indirect costs
$120,000
140,000
60,000
$320,000
Barb estimates that these costs will be recouped by 
December 31, 1981.
• On January 1, 1978, Barb, based on new events 
that have occurred in the field, estimates that the re­
maining life of the patent purchased on January 1, 
1977, is only five years from January 1, 1978.
Required:
1. Prepare a schedule showing the intangibles 
section of Barb’s balance sheet at December 31, 1978. 
Show supporting computations in good form.
2. Prepare a schedule showing the income state­
ment effect for the year ended December 31, 1978, as a 
result of the above facts. Show supporting computa­
tions in good form.
Part c. The Wing Company purchased a machine 
on January 1, 1975, for $240,000. At the date of 
acquisition, the machine had an estimated useful life of 
ten years with an estimated salvage value of $20,000. 
The machine is being depreciated on a straight-line 
basis. On January 1, 1978, Wing appropriately adopted 
the sum-of-the-years-digits method of depreciation for 
this machine.
Required:
1. Prepare a schedule computing the book value 
of this machine, net of accumulated depreciation, that 
would be included in Wing’s balance sheet at December 
31, 1978. Show supporting computations in good form.
2. Prepare a schedule computing the cumulative 
effect on prior years of changing to a different deprecia­
tion method for the year ended December 31, 1978. 
Assume that the direct effects of this change are limited 
to the effect on depreciation and the related tax provi­
sion, and that the income tax rate was 50% in all years. 
Show supporting computations in good form.
available facts, the 1978 provision for doubtful 
accounts is estimated to be 0.7% of net sales. During 
1978, uncollectible receivables amounting to $410,000 
were written off against the allowance for doubtful ac­
counts.
Required:
Prepare a schedule computing the balance in 
Master’s allowance for doubtful accounts at December 
31, 1978. Show supporting computations in good form.
Part b. The Guide Company requires additional 
cash for its business. Guide has decided to use its ac­
counts receivable to raise the additional cash as follows:
• On July 1, 1978, Guide assigned $200,000 of ac­
counts receivable to the Cell Finance Company. Guide 
received an advance from Cell of 85% of the assigned 
accounts receivable less a commission on the advance of 
3%. Prior to December 31, 1978, Guide collected 
$150,000 on the assigned accounts receivable, and 
remitted $160,000 to Cell, $10,000 of which represented 
interest on the advance from Cell.
• On December 1, 1978, Guide sold $300,000 of 
net accounts receivable to the Factoring Company for 
$260,000. The receivables were sold outright on a 
nonrecourse basis.
• On December 31, 1978, an advance of $100,000 
was received from the Domestic Bank by pledging 
$120,000 of Guide’s accounts receivable. Guide’s first 
payment to Domestic is due on January 30, 1979.
Required:
Prepare a schedule showing the income statement 
effect for the year ended December 31, 1978, as a result 
of the above facts. Show supporting computations in 
good form.
Part c. On January 1, 1977, the Lock Company 
sold property to the Key Company which originally cost 
Lock $600,000. Key gave Lock a $900,000 noninterest 
bearing note payable in six equal annual installments of 
$150,000, with the first payment due and paid on 
January 1, 1977. There was no established exchange 
price for the property and the note has no ready market. 
The prevailing rate of interest for a note of this type is 
12%. The present value of an annuity of $1 in advance 
for six periods at 12% is 4.605.
Number 4 (Estimated time----- 50 to 60 minutes)
Number 4 consists of three unrelated parts.
Part a. At January 1, 1978, the credit balance in 
the allowance for doubtful accounts of the Master 
Company was $400,000. For 1978, the provision for 
doubtful accounts is based on a percentage of net sales. 
Net sales for 1978 were $50,000,000. Based on the latest
Required:
1. Prepare a schedule computing the balance in 
Lock’s net receivables from Key at December 31, 1978, 
based on the above facts. Show supporting computa­
tions in good form.
2. Prepare a schedule showing the income or loss 
before income taxes for the years ended December 31, 
1977, and 1978, that Lock should record as a result of 
the above facts.
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Number 5 (Estimated tim e------40 to 50 minutes)
Number 5 consists of two unrelated parts.
Part a. Left Corporation has engaged you to 
compute its federal taxable income for the year ended 
December 31, 1978. The following information was sup­
plied by Left’s bookkeeper:
Gross profit from sales 
Operating expenses
Operating income 
Other expense
Income before income taxes
$1,500,000
1,000,000
500,000 
50,000 
$ 450,000
Additional information, none of which was included 
above, is as follows:
• On January 15, 1978, Left sold for $10,000 
marketable securities that were purchased for $8,500 on 
January 15, 1976.
• On February 15, 1978, Left sold for $8,000 
marketable securities that were purchased on October 
15, 1977, for $9,000.
• On March 30, 1978, Left purchased 10,000 
shares of its own $10 par value common stock for 
$210,000.
• During 1978, Left received dividends from 
domestic corporations of $12,000 and dividends from a 
wholly-owned domestic subsidiary with which Left does 
not file a consolidated return, of $10,000.
• Left has a pension plan for its employees. Left 
has set up an employees’ trust which meets the re­
quirements of Code Section 401. Information concern­
ing the pension plan activities for 1978 is as follows:
Contributions to the trust by Left $25,000
Income from the investments of the trust 7,000
Pension benefits paid to retirees 21,000
• On December 20, 1978, Left distributed hams 
costing $400 to its employees as a Christmas bonus.
• During 1978, Left made contributions to 
various recognized charitable organizations of $40,000 
and to various indigent persons of $100.
Required:
1. Prepare a schedule, beginning with income 
before income taxes of $450,000, computing the federal 
taxable income of Left for the 1978 calendar year. Any 
possible alternative treatments should be resolved in a 
manner that will minimize taxable income. Show sup­
porting computations in good form.
2. List the items in the fact situation which were 
not used to determine the answer to 1. above. Explana­
tions are not required.
Part b. Right Corporation appropriately applied 
the normal and surtax rates to its federal taxable income 
for the calendar year 1978 and arrived at $500,000. 
Assume that the effective combined normal and surtax 
rate is 50% . Additional information is as follows:
• The balance due of $20,000 for the 1977 federal 
income tax return was paid in 1978.
• Based on estimates of its 1978 federal income 
tax, Right made estimated tax payments of $430,000 in 
1978.
• Right’s investment tax credit for 1978 purchases 
of qualified investments was $30,000. An unused invest­
ment tax credit from 1977 purchases of qualified in­
vestments was $15,000.
• Right properly computed its foreign tax credit 
at $10,000.
• Right has withheld $40,000 of Social Security 
taxes from employees’ wages in 1978. The employer’s 
share has already been deducted as an expense in the 
calculation of the total federal income tax of $500,000 
above.
Required:
1. Prepare a schedule computing Right’s federal 
income tax due for the 1978 calendar year. Any possible 
alternative treatments should be resolved in a manner 
that will minimize income taxes.
2. List the items in the fact situation which were 
not used to determine the answer to 1. above. Explana­
tions are not required.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART II
May 3, 1979; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 . . . .  
No. 2 . . . .  
No. 3 . . . .  
No. 4 . . . .  
No. 5 . . . .
Total
40 50
40 50
50 60
50 60
40 50
220 270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1 . You must arrange the papers in numerical order of
the questions. If more than one page is required 
for an answer, write “ continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2 .  Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3 . Enclose all scratch sheets. Failure to enclose
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place
them immediately following the question to which 
they relate.
4 .  Fourteen-column sheets, if any, should not be
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5 . A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Number 1 (Estimated tim e----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000.
b. $5,100,000.
c. $5,200,000.
d. $5,260,000.
Answer Sheet
97.  
Items to be Answered
1. Presented below is the stockholders’ equity section 
of Caper Corporation at December 31, 1977:
Common stock, par value $20; authorized
50,000 shares; issued and outstanding
30,000 shares $600,000
Capital in excess of
par value 150,0(X)
Retained earnings 230,000
$980,000
During 1978 the following transactions occurred 
relating to stockholders’ equity:
1,000 shares were reacquired at $28 per share.
900 shares were reacquired at $30 per share.
1,500 shares of treasury stock were sold at $32 per 
share.
For the year ended December 31, 1978, Caper reported 
net income of $110,000. The state in which Caper is in­
corporated places a restriction on the distribution of re­
tained earnings equal to the cost of treasury stock. 
Assuming Caper accounts for treasury stock under the 
cost method, what should it report as total 
stockholders’ equity on its December 31, 1978, balance 
sheet?
a. $1,071,000.
b. $1,078,000.
c. $1,083,000.
d. $1,090,000.
2. In an effort to increase sales, Nick Razor Blade 
Company inaugurated a sales promotional campaign on 
June 30, 1978, whereby Nick placed a coupon in each 
package of razor blades sold, the coupons being 
redeemable for a premium. Each premium costs Nick 
$.50 and 5 coupons must be presented by a customer to 
receive a premium. Nick estimated that only 60% of the 
coupons issued will be redeemed. For the six months 
ended December 31, 1978, the following information is 
available:
Packages o f Razor 
Blades Sold
800,000
Premiums
Purchased
60,000
Coupons
Redeemed
200,000
What is the estimated liability for premium claims 
outstanding at December 31, 1978?
a. $20,000.
b. $28,000.
c. $36,000.
d. $48,000.
3. On its December 31, 1977, balance sheet, the 
Noble Corporation reported the following as in­
vestments in long-term marketable equity securities:
Investment in long-term marketable equity 
securities at cost $300,000
Less allowance to reduce long-term equity 
securities to market 28,000
$272,000
At December 31, 1978, the market valuation of the port­
folio was $298,000. What should Noble report on its 
1978 Statement of Income as a result of the increase in 
the market value of the investments in 1978?
a. $0.
b. Unrealized loss of $2,000.
c. Realized gain of $26,000.
d. Unrealized gain of $26,000.
4. Spare Corporation had two issues of securities 
outstanding: common stock and a 5% convertible bond 
issue in the face amount of $10,000,000. Interest pay­
ment dates of the bond issue are June 30th and 
December 31st. The conversion clause in the bond in­
denture entitles the bondholders to receive forty shares 
of $20 par value common stock in exchange for each 
$1,000 bond. On June 30, 1978, the holders of $900,000 
face value bonds exercised the conversion privilege. The 
market price of the bonds on that date was $1,100 per 
bond and the market price of the common stock was 
$35. The total unamortized bond discount at the date of 
conversion was $500,000. In applying the book value 
method, what amount should Spare credit to the ac­
count “ capital in excess of par,’’ as a result of this con­
version?
a. $135,000.
b. $180,000.
c. $460,000.
d. $540,000.
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5. Dobbin Corporation, a manufacturer of 
household paints, is preparing annual financial 
statements at December 31, 1978. Because of a recently 
proven health hazard in one of its paints, the govern­
ment has clearly indicated its intention of having 
Dobbin recall all cans of this paint sold in the last six 
months. The management of Dobbin estimates that this 
recall would cost $1,000,000. What accounting recogni­
tion, if any, should be accorded this situation?
a. No recognition.
b. Footnote disclosure.
c. Operating expense of $1,000,000.
d. Extraordinary loss of $1,000,000.
6. On October 1, 1978, The Ajax Company
consigned one hundred television sets to M & R 
Retailers, Inc. Each television set had a cost of $150. 
Freight on the shipment was paid by Ajax in the amount 
of $200.
On December 1, 1978, M & R submitted an account 
sales stating that it had sold sixty sets and it remitted the 
$12,840 balance due. The remittance was net of the 
following deductions from the sales price of the televi­
sions sold:
Commission (20% of sales price) 
Advertising
Delivery and installation charges
$500
100
What was the total sales price of the television sets sold 
by M & R?
a. $13,440.
b. $15,000.
c. $16,800.
d. $17,000.
7. Jackson Corporation provides an incentive com­
pensation plan under which its president is to receive a 
bonus equal to 10% of Jackson’s income in excess of 
$100,000 before deducting income tax but after deduct­
ing the bonus. If income before income tax and the 
bonus is $320,000, the amount of the bonus should be
a. $44,000.
b. $32,000.
c. $22,000.
d. $20,000.
8. On January 1, 1978, Harry Corporation sold 
equipment costing $2,000,000 with accumulated 
depreciation of $500,000 to Anna Corporation, its 
wholly-owned subsidiary, for $1,800,000. Harry was 
depreciating the equipment on the straight-line method 
over twenty years with no salvage value, which Anna 
continued. In consolidation at December 31, 1978, the 
cost and accumulated depreciation, respectively, should 
be
a. $1,500,000 and $100,000.
b. $1,800,000 and $100,000.
c. $2,000,000 and $100,000.
d. $2,000,000 and $600,000.
Items 9 and 10 are based on the following informa­
tion:
The following balance sheet is presented for the partner­
ship of Davis, Wright, and Dover who share profits and 
losses in the ratio of 5:3:2 respectively:
$ 60,000Cash
Other assets
Liabilities 
Davis, Capital 
Wright, Capital 
Dover, Capital
540,000 
$600,000
$140,000
280,000
160,000
20,000
$600,000
9. Assume that the assets and liabilities are fairly 
valued on the balance sheet and the partnership decided 
to admit Hank as a new partner with a one-fifth in­
terest. No goodwill or bonus is to be recorded. How 
much should Hank contribute in cash or other assets?
a. $120,000.
b. $115,000.
c. $92,000.
d. $73,600.
10. Assume that instead of admitting a new partner, 
the partners decided to liquidate the partnership. If the 
other assets are sold for $400,000, how should the 
available cash be distributed to each partner?
a. Davis, $280,000; Wright, $160,000; Dover,
$20,000.
b. Davis, $210,000; Wright, $118,000; Dover,
$8,000.
c. Davis, $206,000; Wright, $114,000; Dover,
$0 .
d. Davis, $205,000; Wright, $115,000; Dover,
$0 .
11. On December 1, 1978, Branch Corporation leased 
office space for 10 years at a monthly rental of $15,000. 
On that date Branch paid the landlord the following 
amounts:
Rent deposit 
First month’s rent 
Last month’s rent 
Installation of new walls 
and offices
$ 15,000
15,000
15,000
96,000 
$141,000
The entire amount of $141,000 was charged to rent ex­
pense in 1978. What amount should Branch have 
charged to expense for the year ended December 31, 
1978?
a. $15,000.
b. $15,800.
c. $30,800.
d. $96,000.
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12. Brad Corporation provides an allowance for its 
doubtful accounts receivable. At December 31, 1977, 
the allowance account had a credit balance of $4,000. 
Each month, Brad accrues bad debt expense in an 
amount equal to 1% of sales on account. Total sales on 
account during 1978 amounted to $1,000,000. During 
1978 uncollectible accounts receivable totaling $16,000 
were written off against the allowance account. An 
aging of accounts receivable at December 31, 1978, in­
dicates that an allowance of $20,000 should be provided 
for doubtful accounts as of that date. Accordingly, bad 
debt expense previously accrued during 1978 should be 
increased by
a. $26,000.
b. $22,000.
c. $20,000.
d. $2,000.
13. A review of the December 31, 1978, financial 
statements of Rhur Corporation revealed that under the 
caption “ extraordinary losses,” Rhur reported a total 
of $260,000. Further analysis revealed that the $260,000 
in losses was comprised of the following items:
1. Rhur recorded a loss of $50,000 incurred in 
the abandonment of equipment formerly used 
in the business.
2. In an unusual and infrequent occurrence, a 
loss of $75,000 was sustained as a result of 
hurricane damage to a warehouse.
3. During 1978, several factories were shut down 
during a major strike by employees. Shut­
down expenses totaled $120,000.
4. Uncollectible accounts receivable of $15,000 
were written off as uncollectible.
Ignoring income taxes, what amount of loss should 
Rhur report as extraordinary on its 1978 Statement of 
Income?
a. $50,000.
b. $75,000.
c. $135,000.
d. $260,000.
14. In January 1975 Tracy Corporation purchased a 
patent for a new consumer product for $180,000. At the 
time of purchase, the patent was valid for fifteen years. 
Due to the competitive nature of the product however, 
the patent was estimated to have a useful life of only ten 
years. During 1978 the product was permanently 
removed from the market under governmental order 
because of a potential health hazard present in the 
product. What amount should Tracy charge to expense 
during 1978, assuming amortization is recorded at the 
end of each year?
a. $12,000.
b. $18,000.
c. $126,000.
d. $144,000.
15. The Fisher Company purchased a machine on 
November 1, 1969, for $74,000. At the time of acquisi­
tion, the machine was estimated to have a useful life of 
ten years and an estimated salvage value of $2,000. 
Fisher has recorded monthly depreciation using the 
straight-line method. On July 1, 1978, the machine was 
sold for $6,500. What should be the loss recognized 
from the sale of the machine?
a. $0.
b. $2,500.
c. $5,100.
d. $6,500.
16. On January 1, 1974, Hal Company purchased 
equipment at a cost of $31,000. The equipment was 
estimated to have a salvage value of $1,000 and it is be­
ing depreciated over five years under the sum-of-the- 
years-digits method. What should be the charge for 
depreciation of this equipment for the year ended 
December 31, 1978?
a. $1,000.
b. $2,000.
c. $3,000.
d. $6,000.
17. In 1978 Murray Corporation developed a new pro­
duct that will be marketed in 1979. In connection with 
the development of this product, the following costs 
were incurred in 1978.
Research and development departmental 
costs
Materials and supplies consumed 
Compensation paid to research 
consultants
$200,000
50,000
60,000 
$310,000
It is anticipated that these costs will be recovered in 
1981. What is the amount of research and development 
costs that Murray should record in 1978 as a charge to 
income?
a. $0.
b. $60,000.
c. $250,000.
d. $310,000.
18. The Miller Corporation was established in 1970. In 
1978 it adopted a pension plan for its employees. On 
December 31, 1978, the past service cost was determined 
to be $500,000. Miller had elected to amortize past 
service cost over ten years and to fund past service cost 
over fifteen years. The past service cost of $500,000 as 
of December 31, 1978, should be accounted for as a 
charge to
a. Prior periods as a prior-period adjustment.
b. Operations in 1978.
c. Operations ratably from 1978 through 1987.
d. Operations ratably from 1978 through 1992.
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19. On April 1, 1978, Milo Corporation purchased for 
$270,000 a tract of land on which was located a 
warehouse and office building. The following data were 
collected concerning the property:
Current Vendor’s
Assessed Original
Valuation Cost
Land
Warehouse 
Office building
$ 87,500 
37,500 
100,000
$225,000
$ 70,000
40,000
90,000
$200,000
What are the appropriate amounts that Milo should 
record for the land, warehouse, and office building, 
respectively?
a. Land, $70,000; warehouse, $40,000; office 
building, $90,000.
b. Land, $87,500; warehouse, $37,500; office 
building, $100,000.
c. Land, $94,500; warehouse, $54,000; office 
building, $121,500.
d. Land, $105,000; warehouse, $45,000; office 
building, $120,000.
20. During 1978 Boyd Corporation, which uses the 
allowance method of accounting for uncollectible ac­
counts, recorded charges to bad debt expense of $50,000 
and in addition it wrote off, as uncollectible, accounts 
receivable of $42,000. As a result of these transactions, 
working capital was decreased by
a. $50,000.
b. $42,000.
c. $8,000.
d. $0.
Number 2 (Estimated time----- 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to the federal income taxation of indivi­
duals. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. The answers should be selected 
in accordance with the current Internal Revenue Code 
and Tax Regulations. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
Items to be Answered
21. Mrs. Irma Felton, by herself, maintains her home 
in which she and her unmarried son reside. Her son, 
however, does not qualify as her dependent. Mrs. 
Felton’s husband died in 1977. What is Mrs. Felton’s 
filing status for 1978?
a. Single.
b. Surviving spouse.
c. Head of household.
d. Married filing jointly.
22. Art Hollender was divorced from his wife Diane in 
1977. Under the terms of the divorce decree, he was re­
quired to make the following periodic payments each 
month to his former wife who retained custody of their 
children:
Alimony 
Child support
$600
400
For 1978 his only income was his salary of $40,000, and 
he paid $12,000 to his former wife under the terms of 
the divorce decree. What is his 1978 adjusted gross in­
come?
a. $28,000.
b. $32,800.
c. $35,200.
d. $40,000.
23. Jack and Joan Mitchell, married taxpayers and 
residents of a separate property state, elect to file a joint 
return for 1978 during which they received the following 
dividends:
Received by
Alert Corporation (a 
qualified, domestic 
corporation)
Canadian Mines, Inc. (a 
Canadian Company) 
Eternal Life Mutual In­
surance Company (divi­
dends on life insurance 
policy)
Jack
$400
Joan
$ 50 
300
200
For 1978 what amount should the Mitchells report on 
their joint return as dividend income net of the 
allowable dividend exclusion?
a. $550.
b. $600.
c. $750.
d. $800.
24. Arthur Mends, age 19, is a full-time student at 
Gordon College and a candidate for a bachelor’s 
degree. During 1978 he received the following 
payments:
State scholarship for ten months 
Loan from college financial aid office 
Cash support from parents 
Cash dividends on qualified investments 
Cash prize awarded in contest
What is his adjusted gross income for 1978?
a. $700.
b. $800.
c. $3,200.
d. $6,200.
$2,400
1,000
2,000
500
300
$6,200
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25. For the year 1978 Fred and Wilma Todd reported 
the following items of income:
Salary
Interest income 
Cash prize won on 
T.V. game show
Fred
$40,000
1,000
$41,000
Wilma
$ 200
8,800
$9,000
Fred is not covered by any qualified retirement plan and 
he and Wilma established individual retirement ac­
counts during the year. Assuming a joint return was 
filed for 1978, what is the maximum amount that they 
can be allowed for contributions to their individual 
retirement accounts?
a. $1,500.
b. $1,750.
c. $6,000.
d. $7,500.
26. James Martin received the following compensa­
tion and fringe benefits from his employer during 1978:
Salary
Year-end bonus
Medical insurance premiums paid 
by employer
Allowance paid for moving expenses
$50,000
10,000
1,000
5,000
What amount of the preceding payments should be in­
cluded in Martin’s 1978 gross income?
a. $60,000.
b. $61,000.
c. $65,000.
d. $66,000.
27. Which of the following is deductible to arrive at 
adjusted gross income?
a. Unreimbursed dues to AICPA by an 
employee of an accounting firm.
b. Unreimbursed union dues by an employee of a 
company.
c. Medical expenses of a self-employed in­
dividual.
d. None of the above.
28. On July 1, 1976, the original date of issue David 
Karp purchased for $9,520, a $10,000 ten-year bond of 
the Expoxy Corporation. The bond was issued for long­
term financing. On January 31, 1978, he sold the bond 
to an unrelated party for $9,800. What amount should 
Karp report as a long-term capital gain from this trans­
action?
a. $76.
b. $204.
c. $200.
d. $280.
29. Mr. and Mrs. Morris Benson were 68 years old in 
June of 1978 when Mr. Benson died. In filing their tax 
return for 1978, the maximum number of exemptions 
that can be taken is
a. 1.
b. 2.
c. 3.
d. 4.
30. Julian Davis, a cash-basis taxpayer, had adjusted 
gross income of $30,000 in 1978. During the year he in­
curred and paid the following medical-related expenses: 
Drugs and medicines prescribed
by doctors $ 200
Health insurance premiums 500
Doctors’  fees 1,500
Eyeglasses and repairs 50
$2,250
Davis received $600 in 1978 as reimbursement for a por­
tion of the doctors’ fees. If Davis were to itemize his 
deductions from adjusted gross income, what would his 
allowable net medical expense deduction be?
a. $550.
b. $750.
c. $1,100.
d. $1,650.
31. In gathering information for her income tax return 
for 1978, Mabel Herzog listed the following miscel­
laneous expenses incurred and paid for in 1978:
Hobby expenses (not engaged in for profit) $500
Union dues 400
Employment agency fees paid in securing a 
new job in same profession 200
Legal fees paid in connection with a 
libel suit 700
What can Herzog report as allowable deductions from 
adjusted gross income?
a. $600.
b. $1,100.
c. $1,300.
d. $1,800.
32. Gordon Thorn had an adjusted gross income in 
1978 of $45,000. During the year his personal summer 
home was completely destroyed by a cyclone. Pertinent 
data with respect to the home follows:
Cost basis
Value before casualty 
Value after casualty
$26,000
30,000
2,000
Thorn was partially insured for his loss and in 1978 he 
received a $10,000 insurance settlement. What is 
Thorn’s allowable casualty loss deduction for 1978?
a. $15,900.
b. $16,000.
c. $17,000.
d. $18,000.
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33. During 1978 George Burke, a salaried taxpayer, 
paid the following taxes which were not incurred in con­
nection with a trade or business:
Federal income tax (withheld by employer) $1,500
State income tax (withheld by employer) 1 ,000
F.I.C.A. tax (withheld by employer) 700
State sales taxes 900
Federal auto gasoline taxes 200
Federal excise tax on telephone bills 50
What taxes are allowable deductions from Burke’s ad­
justed gross income for 1978?
a. $4,350.
b. $2,850.
c. $2,550.
d. $1,900.
34. During 1978 Richard Jason was assessed a defi­
ciency on his 1976 federal income tax return. As a result 
of this assessment he had to pay $635 determined as 
follows:
Additional tax
Penalty
Interest
$500
50
85
$635
If Jason itemizes his deductions on his 1978 return, this 
payment of $635 will allow him to claim an allowable 
deduction of
a. $635.
b. $135.
c. $85.
d. $50.
35. During 1978, Albert Mason purchased the follow­
ing long-term investments at par:
$10,000 general obligation bonds of 
Tulip County (wholly tax exempt)
$10,000 debentures of Laxity Corporation
He financed these purchases by obtaining a loan from 
the Community Bank for $20,000. For the year 1978, he 
paid the following amounts as interest expense:  
Community Bank
Interest on mortgage
Interest on installment purchases
$1,600
3,000
300
$4,900
What amount can Mason deduct as interest expense in 
1978?
36. Mark Berkson loaned a friend $1,000 in 1976 and 
it had not been repaid in 1978 when the friend died in­
solvent. For 1978 Berkson should account for the non­
payment of the loan as a
a. Deduction from adjusted gross income.
b. Long-term capital loss.
c. Ordinary loss.
d. Short-term capital loss.
37. For the year 1978 Michael King reported salary 
and taxable interest income of $40,000. His capital asset 
transactions during the year were as follows:
Long-term capital gains 
Long-term capital losses 
Short-term capital gains
$2,000
(8,000)
1,000
For 1978 King should report adjusted gross income of
a. $35,000.
b. $37,500.
c. $38,000.
d. $39,000.
38. Gilda Bach is a cash basis self-employed consul­
tant. For the year 1978 she determined that her net in­
come from self-employment was $80,000. In reviewing 
her books you determine that the following items were 
included as business expenses in arriving at the net in­
come of $80,000:
Salary drawn by Gilda Bach $20,000
Estimated federal self-employment and
income taxes paid 6,0(X)
Malpractice insurance premiums 4,000
Cost of attending professional seminar 1,000
Based upon the above information, what should Gilda 
Bach report as her net self-employment income for 
1978?
a. $91,000.
b. $105,000.
c. $106,000.
d. $110,000.
39. Phil Collins owns numerous oil leases in the 
Southwest. During 1978 he made several trips to inspect 
oil wells on the leases and to consult about future oil 
wells to be drilled on these sites. As a result of these 
overnight trips, he paid the following expenses:
Plane fares
Hotels
Meals
Entertaining lessees
$4,000
1,000
800
500
Of the $6,300 in expenses incurred, he can claim as 
deductible expenses
a. $6,300.
b. $5,800.
c. $5,500.
d. $5,000.
a. $4,900.
b. $4,100.
c. $3,600.
d. $3,300.
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40. Sidney Fields owns a two-family house which has 
two identical apartments. Fields lives in one apartment 
and rents out the other. In 1978, the rental apartment 
was fully occupied and Fields received $2,400 in rent. 
For the year ended December 31, 1978, he paid the 
following amounts;
Real estate taxes
Painting of rental apartment
Annual fire insurance premium
$3,200
400
300
In 1978 depreciation for the entire house was deter­
mined to be $2,500. Fields should include in his adjusted 
gross income for 1978
a. Income of $2,400.
b. Income of $250.
c. Loss of $800.
d. Loss of $1,000.
Number 3 (Estimated time-----50 to 60 minutes)
Number 3 consists of three unrelated parts.
Part a. On June 30, 1978, a flash flood damaged 
the warehouse and factory of Padway Corporation, 
completely destroying the work-in-process inventory. 
There was no damage to either the raw materials or 
finished goods inventories. A physical inventory taken 
after the flood revealed the following valuations:
Raw materials 
Work in process 
Finished goods
$ 62,000 
- 0 -
119,000
The inventory on January 1, 1978, consisted of the 
following:
Raw materials 
Work in process 
Finished goods
$ 30,000 
100,000 
140.000 
$270,000
A review of the books and records disclosed that the 
gross profit margin historically approximated 25% of 
sales. The sales for the first six months of 1978 were 
$340,000. Raw material purchases were $115,000. 
Direct labor costs for this period were $80,000, and 
manufacturing overhead has historically been applied at 
50% of direct labor.
Required:
Compute the value of the work-in-process inven­
tory lost at June 30, 1978. Show supporting computa­
tions in good form.
Part b. The Supreme Clothing Store values its in­
ventory under the retail inventory method at the lower 
of cost or market. The following data are available for 
the month of November 1978:
Cost Selling Price
Inventory, November 1 $ 53,800 $ 80,000
Markdowns 21,000
Markups 29,000
Markdown cancellations 13,000
Markup cancellations 9,000
Purchases 173,200 223,600
Sales 244,000
Purchase returns and 
allowances 3,000 3,600
Sales returns and 
allowances 12,000
Required:
Based upon the data presented above, prepare a 
schedule in good form to compute the estimated inven­
tory at November 30, 1978, at the lower of cost or 
market under the retail inventory method.
Part c. The Acute Company manufactures a 
single product. On December 31, 1975, Acute adopted 
the dollar-value LIFO inventory method. The inventory 
on that date using the dollar-value LIFO inventory 
method was determined to be $300,000.
Inventory data for succeeding years are as follows;
Year Ended 
December 31,
1976
1977
1978
Inventory 
at Respective 
Year-End Prices
$363,000
420,000
430,000
Relevant 
Price Index 
(base year 1975)
1.10
1.20
1.25
Required:
Compute the inventory amounts at December 31, 
1976, 1977, and 1978, using the dollar-value LIFO in­
ventory method for each year.
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Number 4 (Estimated tim e----- 50 to 60 minutes)
You are engaged in the audit of the December 31, 
1978, financial statements of Spirit Corporation, a 
manufacturer of a digital watch. You are attempting to 
verify the costing of the ending inventory of work in 
process and finished goods which were recorded on 
Spirit’s books as follows:
Work in process (50% 
complete as to labor and 
overhead)
Finished goods
Units
300,000
200,000
Cost
$ 660,960 
$1,009,800
Materials are added to production at the beginning of 
the manufacturing process and overhead is applied to 
each product at the rate of 60% of direct labor costs. 
There was no finished goods inventory on January 1, 
1978. A review of Spirit’s inventory cost records dis­
closed the following information:
Costs
Units Materials Labor
Work in process 
January 1, 1978 
(80% complete as 
to labor and over­
head)
Units started in 
production 
Material costs 
Labor costs 
Units completed
200,000 $ 200,000 $ 315,000 
1,000,000
$1,300,000
900,000
$1,995,000
Required:
a. Prepare schedules as of December 31, 1978, to 
compute the following:
• Equivalent units of production using the 
weighted-average method.
• Unit costs of production of materials, labor 
and overhead.
• Costing of the finished goods inventory and 
work-in-process inventory.
b. Prepare the necessary journal entry to correct­
ly state the inventory of finished goods and work in pro­
cess, assuming the books have not been closed. (Ignore 
income tax considerations.)
Number 5 (Estimated time----- 40 to 50 minutes)
In a special election held on May 1, 1977, the voters 
of the city of Nicknar approved a $10,000,000 issue of 
6% general obligation bonds maturing in 1997. The pro­
ceeds of this sale will be used to help finance the con­
struction of a new civic center. The total cost of the pro­
ject was estimated at $15,000,000. The remaining 
$5,000,000 will be financed by an irrevocable state grant 
which has been awarded. A capital projects fund was 
established to account for this project and was 
designated the Civic Center Construction Fund. The 
formal project authorization was appropriately record­
ed in a memorandum entry.
The following transactions occurred during the 
fiscal year beginning July 1, 1977, and ending June 30, 
1978:
• On July 1, the General Fund loaned $500,000 to 
the Civic Center Construction Fund for defraying 
engineering and other expenses.
• Preliminary engineering and planning costs of 
$320,000 were paid to Akron Engineering Company. 
There had been no encumbrance for this cost.
• On December 1st, the bonds were sold at 101. 
The premium on bonds was transferred to the Debt 
Service Fund.
• On March 15th, a contract for $12,000,000 was 
entered into with Candu Construction Company for the 
major part of the project.
• Orders were placed for materials estimated to 
cost $55,000.
• On April 1st, a partial payment of $2,500,000 
was received from the State.
• The materials that were previously ordered were 
received at a cost of $51,000 and paid.
• On June 15, a progress billing of $2,000,000 
was received from Candu Construction for work done 
on the project. As per the terms of the contract, the city 
will withhold 6% of any billing until the project is com­
pleted.
• The General Fund was repaid the $500,000 
previously loaned.
Required:
Based upon the transactions presented above:
a. Prepare journal entries to record the transac­
tions in the Civic Center Construction Fund for the 
period July 1, 1977, through June 30, 1978, and the ap­
propriate closing entries at June 30, 1978.
b. Prepare a balance sheet of the Civic Center 
Construction Fund as of June 30, 1978.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN AUDITING
May 3, 1979; 8:30 AM to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 
No. 2
No.
No.
No.
90 n o
15 25
15 25
15 25
15 25
Total 150 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated tim e------90 to 110 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
Item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor should
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex­
isting internal control.
d. Count client petty-cash funds.
Answer Sheet
96.  
Items to be Answered
1. Which event that occurred after the end of the 
fiscal year under audit but prior to issuance of the 
auditor’s report would not require disclosure in the 
financial statements?
a. Sale of a bond or capital stock issue.
b. Loss of plant or inventories as a result of fire 
or flood.
c. A major drop in the quoted market price of 
the stock of the corporation.
d. Settlement of litigation when the event giving 
rise to the claim took place after the balance- 
sheet date.
2. Which of the following best describes the primary 
purpose of audit program procedures?
a. To detect error or irregularities.
b. To comply with generally accepted accounting 
principles.
c. To gather corroborative evidence.
d. To verify the accuracy of account balances.
3. Which of the following is mandatory if the auditor 
is to comply with generally accepted auditing standards?
a. Possession by the auditor of adequate 
technical training.
b. Use of analytical review on audit 
engagements.
c. Use of statistical sampling whenever feasible 
on an audit engagement.
d. Confirmation by the auditor of material ac­
counts receivable balances.
4. A major difference of opinion concerning an ac­
counting issue has arisen between an assistant on an 
audit engagement and the auditor with final respon­
sibility for the engagement. If after consultation the 
assistant believes it necessary to disassociate himself 
from the resolution of the matter, both the auditor and 
his assistant must
a. Document details of the disagreement and the 
basis of resolution.
b. Inform management of the nature of the 
disagreement.
c. Inform the company’s audit committee of the 
nature of the disagreement.
d. Refer the matter to the firm’s peer review 
committee.
5. With respect to errors and irregularities, which of 
the following should be part of an auditor’s planning of 
the audit engagement?
a. Plan to search for errors or irregularities that 
would have a material or immaterial effect on 
the financial statements.
b. Plan to discover errors or irregularities that 
are either material or immaterial.
c. Plan to discover errors or irregularities that 
are material.
d. Plan to search for errors or irregularities that 
would have a material effect on the financial 
statements.
6. When an auditor tests a client’s cost accounting 
system, the auditor’s tests are primarily designed to 
determine that
a. Quantities on hand have been computed based 
on acceptable cost accounting techniques that 
reasonably approximate actual quantities on 
hand.
b. Physical inventories are in substantial agree­
ment with book inventories.
c. The system is in accordance with generally ac­
cepted accounting principles and is function­
ing as planned.
d. Costs have been properly assigned to finished 
goods, work-in-process and cost of goods 
sold.
7. Which of the following best describes the opera­
tional audit?
a. It requires the constant review by internal 
auditors of the administrative controls as they 
relate to the operations of the company.
b. It concentrates on implementing financial and 
accounting control in a newly organized com­
pany.
c. It attempts and is designed to verify the fair 
presentation of a company’s results of opera­
tions.
d. It concentrates on seeking out aspects of 
operations in which waste would be reduced 
by the introduction of controls.
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8. Auditors sometimes use comparison of ratios as 
audit evidence. For example, an unexplained decrease in 
the ratio of gross profit to sales may suggest which of 
the following possibilities?
a. Unrecorded purchases.
b. Unrecorded sales.
c. Merchandise purchases being charged to sell­
ing and general expense.
d. Fictitious sales.
9. The securities of Ralph Corporation are listed on a 
regional stock exchange and registered with the 
Securities and Exchange Commission. The management 
of Ralph engages a CPA to perform an independent 
audit of Ralph’s financial statements. The primary ob­
jective of this audit is to provide assurance to the
a. Regional Stock Exchange.
b. Board of Directors of Ralph Corporation.
c. Securities and Exchange Commission.
d. Investors in Ralph securities.
10. A company has additional temporary funds to in­
vest. The board of directors decided to purchase 
marketable securities and assigned the future purchase 
and sale decisions to a responsible financial executive. 
The best person(s) to make periodic reviews of the in­
vestment activity should be
a. The investment committee of the board of 
directors.
b. The treasurer.
c. The corporate controller.
d. The chief operating officer.
11. The basic concept of internal accounting control 
which recognizes that the cost of internal control should 
not exceed the benefits expected to be derived is known 
as
a. Management by exception.
b. Management responsibility.
c. Limited liability.
d. Reasonable assurance.
12. In estimation sampling for variables, which of the 
following must be known in order to estimate the ap­
propriate sample size required to meet the auditor’s 
needs in a given situation?
a. The total amount of the population.
b. The desired standard deviation.
c. The desired confidence level.
d. The estimated rate of error in the population.
13. Which of the following might be detected by an 
auditor’s cut-off review and examination of sales jour­
nal entries for several days prior to and subsequent to 
the balance sheet date?
a. Lapping year-end accounts receivable.
b. Inflating sales for the year.
c. Kiting bank balances.
d. Misappropriating merchandise.
14. The machine-language program that results when 
a symbolic-language program is translated is called a 
(an)
a. Processor program.
b. Object program.
c. Source program.
d. Wired program.
15. An auditor is testing sales transactions. One step is 
to trace a sample of debit entries from the accounts 
receivable subsidiary ledger back to the supporting sales 
invoices. What would the auditor intend to establish by 
this step?
a. Sales invoices represent bona fide sales.
b. All sales have been recorded.
c. All sales invoices have been properly posted to 
customer accounts.
d. Debit entries in the accounts receivable sub­
sidiary ledger are properly supported by sales 
invoices.
16. An independent auditor has concluded that the 
client’s records, procedures, and representations can be 
relied upon based on tests made during the year when 
internal control was found to be effective. The auditor 
should test the records, procedures, and representations 
again at year end if
a. Inquiries and observations lead the auditor to 
believe that conditions have changed 
significantly.
b. Comparisons of year-end balances with like 
balances at prior dates revealed significant 
fluctutations.
c. Unusual transactions occurred subsequent to 
the completion of the interim audit work.
d. Client records are in a condition that facilitate 
effective and efficient testing.
17. A footnote to a company’s financial statements in­
cludes an indication that the company’s auditor per­
formed certain procedures regarding the company’s 
unaudited replacement cost information. The footnote 
does not indicate whether the auditor expresses an opin­
ion on the replacement cost information. Which of the 
following is appropriate in these circumstances?
a. The auditor’s report oh the audited financial 
statements should be expanded to include a 
disclaimer of opinion on the replacement cost 
information.
b. A separate report on the unaudited replace­
ment cost information should be rendered and 
should include a disclaimer of opinion on the 
replacement cost information.
c. The auditor’s report on the audited financial 
statements should be qualified because of the 
replacement cost information.
d. A separate report on the replacement cost in­
formation should be rendered and should in­
dicate whether the information is fairly 
presented in relation to the basic financial 
statements.
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18. Which of the following sampling plans would be 
designed to estimate a numerical measurement of a 
population, such as a dollar value?
a. Numerical sampling.
b. Discovery sampling.
c. Sampling for attributes.
d. Sampling for variables.
19. One of the auditor’s objectives in observing the ac­
tual distribution of payroll checks is to determine that 
every name on the payroll is that of a bona fide 
employee. The payroll observation is an auditing pro­
cedure that is generally performed for which of the 
following reasons?
a. The professional standards that are generally 
accepted require the auditor to perform the 
payroll observation.
b. The various phases of payroll work are not 
sufficiently segregated to afford effective in­
ternal accounting control.
c. The independent auditor uses personal judg­
ment and decides to observe the payroll 
distribution on a particular audit.
d. The standards that are generally accepted by 
the profession are interpreted to mean that 
payroll observation is expected on an audit 
unless circumstances dictate otherwise.
20. Internal control is a function of management, and 
effective control is based upon the concept of charge 
and discharge of responsibility and duty. Which of the 
following is one of the overriding principles of internal 
control?
a. Responsibility for accounting and financial 
duties should be assigned to one responsible 
officer.
b. Responsibility for the performance of each 
duty must be fixed.
c. Responsibility for the accounting duties must 
be borne by the auditing committee of the 
company.
d. Responsibility for accounting activities and 
duties must be assigned only to employees 
who are bonded.
21. Which of the following is an internal control pro­
cedure that would prevent a paid disbursement voucher 
from being presented for payment a second time?
a. Vouchers should be prepared by individuals 
who are responsible for signing disbursement 
checks.
b. Disbursement vouchers should be approved 
by at least two responsible management of­
ficials.
c. The date on a disbursement voucher should be 
within a few days of the date the voucher is 
presented for payment.
d. The official signing the check should compare 
the check with the voucher and should deface 
the voucher documents.
22. Which of the following reports is an indication of 
the changing role of the CPA that calls for an extension 
of the auditor’s attest function?
a. Report on annual comparative financial 
statements.
b. Report on internal control based on an audit.
c. Report on separate balance sheet of a holding 
company.
d. Report on balance sheet and statements of in­
come, retained earnings, and changes in 
financial position prepared from incomplete 
financial records.
23. Which of the following would detect an 
understatement of a purchase discount?
a. Verify footings and crossfootings of pur­
chases and disbursement records.
b. Compare purchase invoice terms with 
disbursement records and checks.
c. Compare approved purchase orders to receiv­
ing reports.
d. Verify the receipt of items ordered and in­
voiced.
24. Which of the following best describes an auditor’s 
report on supplementary financial statements prepared 
in accordance with a price-level basis of accounting that 
has substantial support?
a. A supplementary report.
b. An unaudited report.
c. A report on limited review of financial infor­
mation.
d. A special purpose report.
25. Which of the following best describes what is 
meant by generally accepted auditing standards?
a. Acts to be performed by the auditor.
b. Measures of the quality of the auditor’s per­
formance.
c. Procedures to be used to gather evidence to 
support financial statements.
d. Audit objectives generally determined on 
audit engagements.
26. Which of the following is not a medium that can 
normally be used by an auditor to record information 
concerning a client’s system of internal accounting con­
trol?
a. Narrative memorandum.
b. Procedures manual.
c. Flowchart.
d. Decision table.
27. Which of the following underlies the application 
of generally accepted auditing standards, particularly 
the standards of field work and reporting?
a. The elements of materiality and relative risk.
b. The element of internal control.
c. The element of corroborating evidence.
d. The element of reasonable assurance.
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28. Which o f the following is a conclusion reached by 
the Commission on Auditors’ Responsibilities, the in­
dependent commission established by the American In­
stitute o f Certified Public Accountants to study the role 
and responsibilities o f independent auditors?
a. Different auditing standards should apply to 
audits o f publicly owned and private entities.
b. The AICPA Auditing Standards Executive 
Committee should be replaced by a larger, 
part-time group.
c. The oversight o f professional practice should 
remain with the accounting profession.
d. “ Safe Harbors’’ should be made available for 
all work done by an auditor.
29. Which o f the following is not a procedure per­
formed primarily for the purpose o f expressing an opin­
ion on the financial statements, but may bring possible 
illegal acts to the auditor’s attention?
a. Study and evaluation o f internal accounting 
control.
b. Review o f internal administrative control.
c. Tests o f transactions.
d. Tests o f balances.
30. Transaction authorization within an organization 
may be either specific or general. An example o f specific 
transaction authorization is the
a. Setting o f automatic reorder points for 
material or merchandise.
b. Approval o f a detailed construction budget 
for a warehouse.
c. Establishment o f requirements to be met in 
determining a customer’s credit limits.
d. Establishment of sales prices for products to 
be sold to any customer.
31. Audit evidence can come in different forms with 
different degrees o f persuasiveness. Which o f the 
following is the least persuasive type o f evidence?
a. Documents mailed by outsiders to the auditor.
b. Correspondence between auditor and ven­
dors.
c. Sales invoices inspected by the auditor.
d. Computations made by the auditor.
32. Which o f the following best describes the indepen­
dent auditor’s approach to obtaining satisfaction con­
cerning depreciation expense in the income statement?
a. Verify the mathematical accuracy o f the 
amounts charged to income as a result o f  
depreciation expense.
b. Determ ine the m ethod for com puting  
depreciation expense and ascertain that it is in 
accordance with generally accepted account­
ing principles.
c. Reconcile the amount o f depreciation expense 
to those amounts credited to accumulated 
depreciation accounts.
d. Establish the basis for depreciable assets and 
verify the depreciation expense.
33. A lawyer’s response to a letter o f audit inquiry 
may be limited to matters that are considered in­
dividually or collectively material to the financial 
statements if
a. The auditor has instructed the lawyer regard­
ing the limits o f materiality in financial 
statements.
b. The client and the auditor have agreed on the 
limits o f materiality and the lawyer has been 
notified.
c. The lawyer and auditor have reached an 
understanding on the limits o f materiality for 
this purpose.
d. The lawyer’s response to the inquiry explains 
the legal meaning o f materiality limits and 
establishes quantitative parameters.
34. In connection with the study o f internal control, 
an auditor encounters the following flowcharting 
symbols:
The auditor would conclude that
a. A master file has been created by a manual 
operation.
b. A master file has been created by a computer 
operation.
c. A document has been generated by a com­
puter operation.
d. A document has been generated by a manual 
operation.
35. The AICPA Committee on Management Services 
has stated its belief that a CPA should not undertake a 
management advisory service engagement for im­
plementation o f the C PA ’s recommendations unless
a. The client has made a firm decision to proceed 
with implementation based on a complete 
understanding and consideration o f alter­
natives.
b. The client does not understand the nature and 
implications o f the recommended course o f  
action.
c. The client does not have sufficient expertise 
within its organization to comprehend the 
significance o f the changes being made.
d. The CPA withdraws as independent auditor 
for the client.
36. An auditor is unable to determine the amounts 
associated with certain illegal acts committed by a 
client. In these circumstances the auditor would most 
likely
a. Issue either a qualified opinion or a disclaimer 
o f opinion.
b. Issue only an adverse opinion.
c. Issue either a qualified opinion or an adverse 
opinion.
d. Issue only a disclaimer o f opinion.
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37. Effective internal control over the payroll function 
would include which of the following?
a. Total time recorded on time-clock punch 
cards should be reconciled to job reports by 
employees responsible for those specific jobs.
b. Payroll department employees should be 
supervised by the management of the person­
nel department.
c. Payroll department employees should be 
responsible for maintaining employee person­
nel records.
d. Total time spent on jobs should be compared 
with total time indicated on time-clock punch 
cards.
38. If as a result of auditing procedures an auditor 
believes that the client may have committed illegal acts, 
which of the following actions should be taken im­
mediately by the auditor?
a. Consult with the client’s counsel and the 
auditor’s counsel to determine how the 
suspected illegal acts will be communicated to 
the stockholders.
b. Extend normal auditing procedures to ascer­
tain whether the suspected illegal acts may 
have a material effect on the financial 
statements.
c. Inquire of the client’s management and con­
sult with the client’s legal counsel or other 
specialists, as necessary, to obtain an 
understanding of the nature of the acts and 
their possible effects on the financial 
statements.
d. Notify each member of the audit committee of 
the board of directors of the nature of the acts 
and request that they give guidance with 
respect to the approach to be taken by the 
auditor.
39. Which of the following must accompany 
unaudited financial statements which are prepared by a 
CPA?
a. Only a disclaimer of opinion.
b. Either a disclaimer of opinion or adverse 
opinion.
c. Either a disclaimer of opinion or a qualified 
opinion.
d. Either a disclaimer of opinion, adverse opin­
ion, or qualified opinion.
40. As generally conceived, the audit committee of a 
publicly held company should be made up of
a. Representatives from the clients management, 
investors, suppliers, and customers.
b. The audit partner, the chief financial officer, 
the legal counsel, and at least one outsider.
c. Representatives of the major equity interests 
(bonds, preferred stock, common stock).
d. Members of the board of directors who are 
not officers or employees.
41. Which of the following is not a factor affecting the 
independent auditor’s judgment as to the quantity, 
type, and content of audit working papers?
a. The needs in the particular circumstances for 
supervision and review of the work performed 
by any assistants.
b. The nature and condition of the client’s 
records and internal controls.
c. The expertise of client personnel and their ex­
pected audit participation.
d. The type of the financial statements, 
schedules, or other information upon which 
the auditor is reporting.
42. Effective internal control requires organizational 
independence of departments. Organizational in­
dependence would be impaired in which of the follow­
ing situations?
a. The internal auditors report to the audit com­
mittee of the board of directors.
b. The controller reports to the vice president of 
production.
c. The payroll accounting department reports to 
the chief accountant.
d. The cashier reports to the treasurer.
43. Generally accepted auditing standards are ap­
plicable when an auditor examines and reports on any 
financial statement. For reporting purposes, the in­
dependent auditor should consider each of the following 
types of financial presentations to be a financial state­
ment except a
a. Statement of assets and liabilities arising from 
cash transactions.
b. Statement of changes in owners’ equity.
c. Statement of forecasted results of operations.
d. Statement of operations by product line.
44. When a CPA is approached to perform an audit 
for the first time, the CPA should make inquiries of the 
predecessor auditor. This is a necessary procedure 
because the predecessor may be able to provide the suc­
cessor with information that will assist the successor in 
determining
a. Whether the predecessor’s work should be 
utilized.
b. Whether the company follows the policy of 
rotating its auditors.
c. Whether in the predecessor’s opinion internal 
control of the company has been satisfactory.
d. Whether the engagement should be accepted.
45. Totals of amounts in computer-record data fields 
which are not usually added but are used only for data 
processing control purposes are called
a. Record totals.
b. Hash totals.
c. Processing data totals.
d. Field totals.
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46. Which of the following client electronic data pro­
cessing (EDP) systems generally can be audited without 
examining or directly testing the EDP computer pro­
grams of the system?
a. A system that performs relatively un­
complicated processes and produces detailed 
output.
b. A system that affects a number of essential 
master files and produces a limited output.
c. A system that updates a few essential master 
files and produces no printed output other 
than final balances.
d. A system that performs relatively complicated 
processing and produces very little detailed 
output.
47. Which of the following procedures would best 
detect the theft of valuable items from an inventory that 
consists of hundreds of different items selling for $1 to 
$10 and a few items selling for hundreds of dollars?
a. Maintain a perpetual inventory of only the 
more valuable items with frequent periodic 
verification of the validity of the perpetual in­
ventory record.
b. Have an independent CPA firm prepare an in­
ternal control report on the effectiveness of 
the administrative and accounting controls 
over inventory.
c. Have separate warehouse space for the more 
valuable items with sequentially numbered 
tags.
d. Require an authorized officer’s signature on 
all requisitions for the more valuable items.
48. Effective internal control over the purchasing of 
raw materials should usually include all of the following 
procedures except
a. Systematic reporting of product changes 
which will affect raw materials.
b. Determining the need for the raw materials 
prior to preparing the purchase order.
c. Obtaining third-party written quality and 
quantity reports prior to payment for the raw 
materials.
d. Obtaining financial approval prior to making 
a commitment.
49. Which of the following best describes why 
publicly-traded corporations follow the practice of hav­
ing the outside auditor appointed by the board of direc­
tors or elected by the stockholders?
a. To comply with the regulations of the Finan­
cial Accounting Standards Board.
b. To emphasize auditor independence from the 
management of the corporation.
c. To encourage a policy of rotation of the in­
dependent auditors.
d. To provide the corporate owners with an op­
portunity to voice their opinion concerning 
the quality of the auditing firm selected by the 
directors.
50. A firm of CPAs may use policies and procedures 
such as notifying professional personnel as to the names 
of audit clients having publicly held securities and con­
firming periodically with such personnel that prohibited 
relations do not exist. This is done to achieve effective 
quality control in which of the following areas?
a. Acceptance and continuance of clients.
b. Assigning personnel to engagements.
c. Independence.
d. Inspection.
51. What is the computer process called when data 
processing is performed concurrently with a particular 
activity and the results are available soon enough to in­
fluence the particular course of action being taken or 
the decision being made?
a. Batch processing.
b. Realtime processing.
c. Integrated data processing.
d. Random access processing.
52. Which of the following circumstances would not 
be considered a departure from the auditor’s standard 
report?
a. The auditor wishes to emphasize a particular 
matter regarding the financial statements.
b. The auditor’s opinion is based in part on the 
report of another auditor.
c. The financial statements are affected by a 
departure from a generally accepted account­
ing principle.
d. The auditor is asked to report only on the 
balance sheet but has unlimited access to in­
formation underlying all the basic financial 
statements.
53. Before expressing an opinion concerning the 
results of operations, the auditor would best proceed 
with the examination of the income statement by
a. Applying a rigid measurement standard de­
signed to test for understatement of net in­
come.
b. Analyzing the beginning and ending balance 
sheet inventory amounts.
c. Making net income comparisons to published 
industry trends and ratios.
d. Examining income statement accounts con­
currently with the related balance sheet ac­
counts.
54. The audit working papers often include a client- 
prepared, aged trial balance of accounts receivable as of 
the balance sheet date. This aging is best used by the 
auditor to
a. Evaluate internal control over credit sales.
b. Test the accuracy of recorded charge sales.
c. Estimate credit losses.
d. Verify the validity of the recorded receivables.
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55. Which of the following is not a principal objective 
of the auditor in the examination of revenues?
a. To verify cash deposited during the year.
b. To study and evaluate internal control, with 
particular emphasis on the use of accrual ac­
counting to record revenue.
c. To verify that earned revenue has been record­
ed, and recorded revenue has been earned.
d. To identify and interpret significant trends 
and variations in the amounts of various 
categories of revenue.
56. An auditor’s report would be designated as a 
special report when it is issued in connection with which 
of the following?
a. Financial statements for an interim period 
which are subjected to a limited review.
b. Financial statements which are prepared in 
accordance with a comprehensive basis of 
accounting other than generally accepted ac­
counting principles.
c. Financial statements which purport to be in 
accordance with generally accepted accoun­
ting principles but do not include a presenta­
tion of the statement of changes in financial 
position.
d. Financial statements which are unaudited and 
are prepared from a client’s accounting 
records.
57. An auditor decides that it is important and 
necessary to observe a client’s distribution of payroll 
checks on a particular audit. The client organization is 
so large that the auditor cannot conveniently observe 
the distribution of the entire payroll. In these cir­
cumstances, which of the following is most acceptable 
to the auditor?
a. Observation should be limited to one or more 
selected departments.
b. Observation should be made for all depart­
ments regardless of the inconvenience.
c. Observation should be eliminated and other 
alternative auditing procedures should be 
utilized to obtain satisfaction.
d. Observation should be limited to those depart­
ments where employees are readily available.
58. During the year under audit, a company has com­
pleted a private placement of a substantial amount of 
bonds. Which of the following is the most important 
step in the auditor’s program for the examination of 
bonds payable?
a. Confirming the amount issued with the bond 
trustee.
b. Tracing the cash received from the issue to the 
accounting records.
c. Examining the bond records maintained by 
the transfer agent.
d. Recomputing the annual interest cost and the 
effective yield.
59. Which of the following individuals is the most ap­
propriate person to be assigned the reponsibility of 
distributing envelopes that include employee payroll 
checks?
a. The company paymaster.
b. A member of the accounting department.
c. The internal auditor.
d. A representative of the bank where the com­
pany payroll account is maintained.
60. The auditor’s judgment concerning the overall 
fairness of the presentation of financial position, results 
of operations, and changes in financial position is ap­
plied within the framework of
a. Quality control.
b. Generally accepted auditing standards which 
include the concept of materiality.
c. The auditor’s evaluation of the audited com­
pany’s internal control.
d. Generally accepted accounting principles.
Number 2 (Estimated time-----15 to 25 minutes)
A partially-completed charge sales systems 
flowchart follows. The flowchart depicts the charge 
sales activities of the Bottom Manufacturing Corpora­
tion.
A customer’s purchase order is received and a six- 
part sales order is prepared, therefrom. The six copies 
are initially distributed as follows:
Copy No. 1 — Billing copy - to billing depart­
ment.
Copy No. 2 — Shipping copy - to shipping 
department.
Copy No. 3 — Credit copy - to credit depart­
ment.
Copy No. 4 — Stock request copy - to credit 
department.
Copy No. 5 — Customer copy - to customer. 
Copy No. 6 — Sales order copy - file in sales 
order department.
When each copy of the sales order reaches the ap­
plicable department or destination it calls for specific in­
ternal control procedures and related documents. Some 
of the procedures and related documents are indicated 
on the flowchart. Other procedures and documents are 
labeled letters a to r.
Required:
List the procedures or the internal documents that 
are labeled letters c to r in the flowchart of Bottom 
Manufacturing Corporation’s charge sales system.
Organize your answer as follows (note that an ex­
planation of the letters a and b which appear in the 
flowchart are entered as examples):
Flowchart Symbol 
Letter
Procedures or Internal 
Document
a.
b.
Prepare six-part sales 
order.
File by order number.
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Number 3 (Estimated time-----15 to 25 minutes) Number 5 (Estimated time----- 15 to 25 minutes)
When auditing an electronic data processing (EDP) 
accounting system, the independent auditor should have 
a general familiarity with the effects of the use of EDP 
on the various characteristics of accounting control and 
on the auditor’s study and evaluation of such control. 
The independent auditor must be aware of those control 
procedures that are commonly referred to as “ general” 
controls and those that are commonly referred to as 
“application” controls. General controls relate to all 
EDP activities and application controls relate to specific 
accounting tasks.
Required:
a. What are the general controls that should exist 
in EDP-based accounting systems?
b. What are the purposes of each of the follow­
ing categories of application controls?
1. Input controls
2. Processing controls
3. Output controls
Number 4 (Estimated time----- 15 to 25 minutes)
During an audit engagement Harper, CPA, has 
satisfactorily completed an examination of accounts 
payable and other liabilities and now plans to determine 
whether there are any loss contingencies arising from 
litigation, claims, or assessments.
Required:
What are the audit procedures that Harper should 
follow with respect to the existence of loss contingencies 
arising from litigation, claims, and assessments? Do not 
discuss reporting requirements.
Lando Corporation is a domestic company with 
two wholly-owned domestic subsidiaries. Michaels, 
CPA, has been engaged to examine the financial 
statements of the parent company and one of the sub­
sidiaries and to act as the principal auditor. Thomas, 
CPA, has examined the financial statements of the 
other subsidiary whose operations are material in rela­
tion to the consolidated financial statement.
The work performed by Michaels is sufficient for 
Michaels to serve as the principal auditor and to report 
as such on the financial statements. Michaels has not yet 
decided whether to make reference to the examination 
made by Thomas.
Required:
a. There are certain required audit procedures 
that Michaels should perform with respect to the ex­
amination made by Thomas, whether or not Michaels 
decides to make reference to Thomas in Michaels’ 
auditor’s report. What are these audit procedures?
b. What are the reporting requirements with 
which Michaels must comply if Michaels decides to 
name Thomas and make reference to the examination of 
Thomas?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
May 4, 1979; 8:30 AM to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 .....................
No. 2 . . . . ..............
No. 3 .....................
No. 4 .....................
No. 5 .....................
Total.............
Estimated Minutes 
Minimum Maximum
85 105
25 30
25 30
20 25
15 20
170 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated time----- 85 to 105 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 
steel pipes at today’s quoted price for delivery two 
months from today. Your acceptance must be 
received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.  
Items to be Answered
1. Martinson borrowed $50,000 from Wisdom 
Finance Company. The loan was evidenced by a non- 
negotiable promissory note secured by a first mortgage 
on Martinson’s ranch. One of the terms of the note re­
quired acceleration of repayment in the event that 
Wisdom “ deemed itself insecure.’’ When the value of 
the property declined, Wisdom notified Martinson that 
pursuant to the terms of the note, it “ deemed itself in­
secure’’ and demanded that either additional collateral 
or an acceptable surety be provided. Martinson ar­
ranged for Clark, a personal friend, to act as surety on 
the loan. Clark signed the note as an indorser and 
Wisdom agreed in writing not to accelerate repayment 
of the loan during the life of the debt. Martinson has 
defaulted. Which of the following is a correct state­
ment?
a. Clark’s promise is not supported by con­
sideration, hence is unenforceable.
b. Clark is a guarantor of collection and his 
obligation is conditioned upon Wisdom’s first 
proceeding against Martinson.
c. Release of the mortgage by Wisdom would 
release Clark to the extent of the value of the 
property.
d. Wisdom must first foreclose the mortgage 
before it can proceed against Clark.
2. Wilson obtained a fire insurance policy on his 
dairy farm from the Columbus Insurance Company. 
The policy was for $80,000 which was the value of the 
property. The policy was the standard fire insurance 
policy sold throughout the United States. A fire oc­
curred late one night and caused a $10,000 loss. Which 
of the following will prevent Wilson from recovering the 
full amount of his loss from Columbus Insurance?
a. The coinsurance clause.
b. Wilson had a similar policy with another in­
surance company for $40,000.
c. The fact that 50% of the loss was caused by 
smoke and water damage.
d. The fact that his negligence was the primary 
cause of the fire.
3. Dobbins insured his life for $100,000, naming his 
wife as beneficiary. After the policy had been in effect 
for ten years and had a cash surrender value in excess of 
$15,000, Dobbins assigned the policy to Suburban 
National Bank to secure a $20,000 loan. A copy of the 
assignment was filed with Suburban at its home office. 
Dobbins has died and his widow and Suburban are seek­
ing to recover on the $100,000 life insurance policy. 
Which of the following is correct?
a. Suburban’s recovery is limited to the amount 
of the loan outstanding plus interest.
b. The assignment to Suburban was void without 
the beneficiary’s consent.
c. Suburban will be denied recovery due to a lack 
of an insurable interest.
d. The widow had a vested interest in the in­
surance policy in question.
4. DuBary and Young were business partners. They 
agreed that each would insure the life of the other for 
his own benefit (cross insurance). On the application for 
insurance, DuBary stated that he had never had any 
heart trouble when, in fact, he had suffered a mild heart 
attack some years before. Young’s policy on DuBary’s 
life contained a two-year incontestability clause. Three 
years later, after the partnership had been dissolved but 
while the policy on his life was still in force, DuBary was 
killed when his car was struck by a car negligently driven 
by Peters. The insurer has refused to pay the policy pro­
ceeds to Young, asserting that Young at the time 
DuBary died had no insurable interest in DuBary’s life 
and that DuBary’s misrepresentation voided the policy. 
Which of the following statements is correct?
a. The misrepresentation in the application is a 
bar to recovery.
b. If DuBary and Young were never partners, 
recovery will be denied.
c. Dissolution of the partnership eliminated any 
possible insurable interest and is a bar to 
recovery.
d. If the insurance Company has to pay, it will be 
subrogated to DuBary’s rights against Peters.
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5. Dunlop loaned Barkum $20,000 which was 
secured by a security agreement covering Barkum’s 
machinery and equipment. A financing statement was 
properly filed covering the machinery and equipment. 
In addition, Delson was a surety on the Barkum loan. 
Barkum is now insolvent and a petition in bankruptcy 
has been filed against him. Delson paid the amount 
owed ($17,000) to Dunlop. The property was sold for 
$12,000. Which of the following is correct?
  a. Delson has the right of a secured creditor to 
the $12,000 via subrogation to Dunlop’s rights 
and the standing of general creditor for the 
balance.
b. To the extent Delson is not fully satisfied for 
the $17,000 he paid Dunlop, his claim against 
Barkum will not be discharged in bankruptcy.
c. Delson’s best strategy would have been to pro­
ceed against Barkum in his own right for reim­
bursement.
d. Delson should have asserted his right of 
exoneration.
6. Quinn was the sole owner of Sunnydale Farms, 
Inc. The business was in dire need of additional working 
capital in order to survive. Click Company was willing 
to loan Sunnydale $12,000, but only if Click obtained a 
security interest in Sunnydale’s machinery and equip­
ment and a promise from Quinn to guarantee repay­
ment of the loan. Click obtained both. Sunnydale was 
subsequently adjudged bankrupt. Click filed a reclama­
tion claim for the machinery and equipment which was 
denied by the trustee in bankruptcy. The property was 
sold at public auction for $10,500. Click negotiated a 
settlement with the trustee whereby it received the 
$10,500 proceeds on the sale in full settlement of its 
claim against the bankrupt. Which of the following is a 
correct statement?
a. Where a surety is the sole owner of the stock 
of the corporation whose debt he guarantees, 
he is a compensated surety.
b. Click first had to exhaust his remedies against 
the property before he could sue Quinn.
c. Quinn must pay Click the $1,500 difference, 
plus interest.
  d. The settlement released Quinn from his surety 
obligation.
7. Crawford and Blackwell separately agreed to act 
as sureties on a loan of $25,000 by Lux to Factor. Each 
promised to pay the full $25,000 upon default of Factor. 
Lux subsequently released Blackwell from his surety 
undertaking. Which of the following is a correct state­
ment?
a. The release has no effect upon Crawford’s 
right to contribution if he is obligated to pay.
b. The release of Blackwell had no effect upon 
Crawford’s liability.
c. The release of Blackwell also totally released 
Crawford.
  d. The release of Blackwell also released 
Crawford to the extent of $12,500.
8. Arthur sold his house to Michael. Michael agreed 
to pay the existing mortgage on the house. The Safety 
Bank, which held the mortgage, released Arthur from 
liability on the debt. The above declared transaction 
(relating to the mortgage debt) is
a. A delegation.
b. A novation.
c. Invalid in that bank did not receive any addi­
tional consideration from Arthur.
d. Not a release of Arthur if Michael defaults, 
and the proceeds from the sale of the 
mortgaged house are insufficient to satisfy the 
debt.
9. Williams purchased a heating system from 
Radiant Heating, Inc., for his factory. Williams insisted 
that a clause be included in the contract calling for ser­
vice on the heating system to begin not later than the 
next business day after Williams informed Radiant of a 
problem. This service was to be rendered free of charge 
during the first year of the contract and for a flat fee of 
$200 per year for the next two years thereafter. During 
the winter of the second year, the heating system broke 
down and Williams promptly notified Radiant of the 
situation. Due to other commitments, Radiant did not 
send a man over the next day. Williams phoned Radiant 
and was told that the $200 per year service charge was 
uneconomical and they could not get a man over there 
for several days. Williams in desperation promised to 
pay an additional $100 if Radiant would send a man 
over that day. Radiant did so and sent a bill for $100 to 
Williams. Is Williams legally required to pay this bill 
and why?
a. No, because the pre-existing legal duty rule 
applies to this situation.
b. No, because the statute of frauds will defeat 
Radiant’s claim.
c. Yes, because Williams made the offer to pay 
the additional amount.
d. Yes, because the fact that it was uneconomical 
for Radiant to perform constitutes economic 
duress which freed Radiant from its obliga­
tion to provide the agreed-upon service.
10. Austin is attempting to introduce oral evidence in 
court to explain or modify a written contract he made 
with Wade. Wade has pleaded the parol evidence rule. 
In which of the following circumstances will Austin not 
be able to introduce the oral evidence?
a. The contract contains an obvious ambiguity 
on the point at issue.
b. There was a mutual mistake of fact by the par­
ties regarding the subject matter of the con­
tract.
c. The modification asserted was made several 
days after the written contract had been ex­
ecuted.
d. The contract indicates that it was intended as 
the “entire contract’’ between the parties and 
the point is covered in detail.
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11. Montbanks’ son, Charles, was seeking an account 
executive position with Dobbs, Smith, and Fogarty, 
Inc., the largest brokerage firm in the United States. 
Charles was very independent and wished no in­
terference by his father. The firm, after several weeks 
deliberation, decided to hire Charles. They made him an 
offer on April 12, 1979, and Charles readily accepted. 
Montbanks feared that his son would not be hired. Be­
ing unaware of the fact that his son had been hired, 
Montbanks mailed a letter to Dobbs on April 13 in 
which he promised to give the brokerage firm $50,000 in 
commission business if the firm would hire his son. The 
letter was duly received by Dobbs and they wish to en­
force it against Montbanks. Which of the following 
statements is correct?
a. Past consideration is no consideration, hence 
there is no contract.
b. The pre-existing legal duty rule applies and 
makes the promise unenforceable.
c. Dobbs will prevail since the promise is con­
tained in a signed writing.
d. Dobbs will prevail based upon promissory 
estoppel.
12. Philpot purchased the King Pharmacy from 
Golden. The contract contained a promise by Golden 
that he would not engage in the practice of pharmacy 
for one year from the date of the sale within one mile of 
the location of King Pharmacy. Six months later Golden 
opened the Queen Pharmacy within less than a mile of 
King Pharmacy. Which of the following is a correct 
statement?
a. Golden has not breached the above covenant 
since he did not use his own name or the name 
King in connection with the new pharmacy.
b. The covenant is reasonable and enforceable.
c. The contract is an illegal restraint of trade and 
illegal under federal antitrust laws.
d. The covenant is contrary to public policy and 
is illegal and void.
13. Keats Publishing Company shipped textbooks and 
other books for sale at retail to Campus Bookstore. An 
honest dispute arose over Campus’s right to return cer­
tain books. Keats maintained that the books in question 
could not be returned and demanded payment of the 
full amount. Campus relied upon trade custom which 
indicated that many publishers accepted the return of 
such books. Campus returned the books in question and 
paid for the balance with a check marked “ Account 
Paid in Full to Date.’’ Keats cashed the check. Which of 
the following is a correct statement?
a. Keats is entitled to recover damages.
b. Keats’ cashing of the check constituted an ac­
cord and satisfaction.
c. The pre-existing legal duty rule applies and 
Keats is entitled to full payment for all the 
books.
d. The custom of the industry argument would 
have no merit in a court of law.
14. Wilcox Laboratories, Ltd., manufactures medical 
equipment for sale to medical institutions and retailers. 
Wilcox also sells directly to consumers in its wholly- 
owned retail outlets. Wilcox has created a subsidiary, 
Wilcox Finance Corporation, for the purpose of financ­
ing the purchase of its products by the various 
customers. In which of the following situations does 
Wilcox Finance not have to file a financing statement to 
perfect its security interest against competing creditors 
in the equipment sold by Wilcox?
a. Sales made to medical institutions.
b. Sales made to consumers who purchase for 
their own personal use.
c. Sales made to retailers who in turn sell to 
buyers in the ordinary course of business.
d. Sales made to any buyer when the equipment 
becomes a fixture.
15. Kelmore Appliances, Inc., sells various brand 
name appliances at discount prices. Kelmore maintains 
a large inventory which it obtains from various 
manufacturers on credit. These manufacturer-creditors 
have all filed and taken secured interests in the ap­
pliances and proceeds therefrom which they have sold to 
Kelmore on credit. Kelmore in turn sells to hundreds of 
ultimate consumers; some pay cash but most buy on 
credit. Kelmore takes a security interest but does not file 
a financing statement for credit sales. Which of the 
following is correct?
a. The appliances in Kelmore’s hands are con­
sumer goods.
b. Since Kelmore takes a purchase money securi­
ty interest in the consumer goods sold, its 
security interest is perfected upon attachment.
c. The appliance manufacturers can enforce 
their secured interests against the appliances 
in the hands of the purchasers who paid cash 
for them.
d. A subsequent sale by one of Kelmore’s 
customers to a bona fide purchaser will be 
subject to Kelmore’s secured interest.
16. Barkam is starting a new business, Barkam Enter­
prises, which will be a sole proprietorship selling retail 
novelties. Barkam recently received a discharge in 
bankruptcy, but certain proved claims were unpaid 
because of lack of funds. Which of the following would 
be a claim against Barkam?
a. The unpaid amounts owed to secured 
creditors who received less than the full 
amount after resorting to their security in­
terest and receiving their bankruptcy divi­
dend.
b. The unpaid amounts owed to trade suppliers 
for goods purchased and sold by Barkam in 
the ordinary course of his prior business.
c. A personal loan by his father made in an at­
tempt to stave off bankruptcy.
d. The unpaid amount of taxes due to the United 
States which became due and owing within 
three years preceding bankruptcy.
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17. Abacus Corporation sent Frame Company an of­
fer by a telegram to buy its patent on a calculator. The 
Abacus telegram indicated that the offer would expire in 
ten days. The telegram was sent on February 1, 1979, 
and received on February 2, 1979, by Frame. On 
February 8 , 1979, Abacus telephoned Frame and in­
dicated they were withdrawing the offer. Frame 
telegraphed an acceptance on the 11th of February. 
Which of the following is correct?
a. The offer was an irrevocable offer, but 
Frame’s acceptance was too late.
b. Abacus’ withdrawal of the offer was ineffec­
tive because it was not in writing.
c. Since Frame used the same means of com­
munication, acceptance was both timely and 
effective.
d. No contract arose since Abacus effectively 
revoked the offer on February 8 , 1979.
18. Migrane Financial does a wide variety of lending. 
It provides funds to manufacturers, middlemen, 
retailers, consumers, and home owners. In all instances 
it intends to create a security interest in the loan transac­
tions it enters into. To which of the following will 
Article 9 (Secured Transactions) of the the Uniform 
Commercial Code not apply?
a. A second mortgage on the borrower’s home.
b. An equipment lease.
c. The sale of accounts.
d. Field warehousing.
19. Marigold, Inc., was in extreme financial difficulty. 
Hargrove, one of its persistent creditors, insisted upon 
payment of the entire amount due on the shipments of 
goods to Marigold over the past four months or it would 
sue Marigold and obtain a judgment against it. In 
order to dissuade Hargrove from taking such action, 
Marigold persuaded Hargrove to accept its note which 
was secured by a second mortgage on Marigold’s ware­
house. Hargrove filed the mortgage on November 1, 
1978, the same day that the note and mortgage were ex­
ecuted. On February 1, 1979, Marigold concluded that 
things were hopeless and filed a voluntary petition in 
bankruptcy. The trustee in bankruptcy is attacking the 
validity of the mortgage as a voidable preference. 
Which of the following is correct?
a. The mortgage is not a voidable preference 
since it was filed the same day it was obtained.
b. The fact that Marigold was delinquent on its 
payment to Hargrove establishes that 
Hargrove knew that Marigold was insolvent in 
the bankruptcy sense.
c. The antecedent indebtedness requirement 
necessary to establish a voidable preference 
has not been satisfied under the facts given.
d. Whether Hargrove knew of the fact that 
Marigold was insolvent in the bankruptcy 
sense is irrelevant insofar as deciding whether 
the mortgage constitutes a preference as con­
trasted with a voidable preference.
20. Bigelow manufactures mopeds and sells them 
through franchised dealers who are authorized to resell 
them to the ultimate consumer or return them. Bigelow 
delivers the mopeds on consignment to these retailers. 
The consignment agreement clearly states that the agree­
ment is intended to create a security interest for Bigelow 
in the mopeds delivered on consignment. Bigelow 
wishes to protect itself against the other creditors of and 
purchasers from the retailers who might assert rights 
against the mopeds. Under the circumstances, Bigelow
a. Must file a financing statement and give 
notice to certain creditors in order to perfect 
his security interest.
b. Will have rights against purchasers in the or­
dinary course of business who were aware of 
the fact that Bigelow had filed.
c. Need take no further action to protect 
himself, since the consignment is a sale or 
return and title is reserved in Bigelow.
d. Will have a perfected security interest in the 
mopeds upon attachment.
21. Johnson loaned money to Visual, Inc., a strug­
gling growth company, and sought to obtain a security 
interest in negotiable stock certificates which are traded 
on a local exchange. To perfect his interest against 
Visual’s other creditors, Johnson
a. Need do nothing further in that his security in­
terest was perfected upon attachment.
b. May file or take possession of the stock cer­
tificates.
c. Must take possession of the stock certificates.
d. Must file and give the other creditors notice of 
his contemplated security interest.
22. Robert Cunningham owns a shop in which he 
repairs electrical appliances. Three months ago Elec­
trical Supply Company sold Cunningham, on credit, a 
machine for testing electrical appliances and obtained a 
perfected security interest at the time as security for pay­
ment of the unpaid balance. Cunningham’s creditors 
have now filed an involuntary petition in bankruptcy 
against him. What is the status of Electrical in the 
bankruptcy proceeding?
a. Electrical is a secured creditor and has the 
right against the trustee if not paid to assert a 
claim to the electrical testing machine it sold 
to Cunningham.
b. Electrical must surrender its perfected security 
interest to the trustee in bankruptcy and share 
as a general creditor of the bankrupt’s estate.
c. Electrical’s perfected security interest con­
stitutes a preference and is voidable.
d. Electrical must elect to resort exclusively to its 
secured interest or to relinquish it and obtain 
the same share as a general creditor.
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23. Hance, doing business as Hance Fashions, is 
hopelessly insolvent. As a means of staving off his ag­
gressive creditors and avoiding bankruptcy, Hance has 
decided to make a general assignment for the benefit of 
his creditors. Consequently, he transferred all his 
nonexempt property to a trustee for equitable distribu­
tion to his creditors. What are the legal consequences of 
Hance’s actions?
a. A debtor may not make an assignment for the 
benefit of creditors if he has been adjudicated 
a bankrupt and discharged within the 
preceding six years.
b. All his creditors must participate in the assign­
ment and distribution of property if a majori­
ty in number and amount participate.
c. Upon distribution of all his assigned property 
to the participating creditors, he is discharged 
from all liability.
d. He has committed an act of bankruptcy and 
may be petitioned into bankruptcy by his 
creditors.
24. Markson is a general creditor of Black. Black filed 
a voluntary petition in bankruptcy. Markson is irate and 
wishes to have the bankruptcy court either deny Black a 
general discharge or at least not have his debt dis­
charged. The discharge will be granted and it will in­
clude Markson’s debt even if
a. It is unscheduled.
b. Markson extended the credit based upon a 
fraudulent financial statement.
c. Markson was a secured creditor who was not 
fully satisfied from the proceeds obtained 
upon disposition of the collateral.
d. Black had received a previous discharge in 
bankruptcy within six years.
25. Martindale Retail Fish Stores, Inc., purchased a 
large quantity of fish from the Seashore Fish 
Wholesalers. The exact amount was not ascertainable at 
the moment,and Martindale, rather than waiting for the 
exact amount, gave Seashore a check which was blank 
as to the amount. Seashore promised not to fill in any 
amount until it had talked to Martindale’s purchasing 
agent and had the amount approved. Seashore 
disregarded this agreement and filled in an amount that 
was $300 in excess of the correct price. The instrument 
was promptly negotiated to Clambake & Company, one 
of Seashore’s persistent creditors, in payment of an ac­
count due. Martindale promptly stopped payment. For 
what amount will Martindale be liable to Clambake? 
Why?
a. Nothing because Martindale can assert the 
real defense of material alteration.
b. Nothing because Clambake did not give value 
and the stop order is effective against it.
c. Only the correct amount because the wrongful 
filling in of the check for the $300 excess 
amount was illegal.
d. The full amount because the check is in the 
hands of a holder in due course.
26. Filbert Corporation has in its possession an instru­
ment which Groves, the maker, assured Filbert was 
negotiable. The instrument contains several clauses 
which are not typically contained in such an instrument 
and Filbert is not familiar with their legal effect. Which 
of the following will adversely affect the negotiability of 
the instrument?
a. A promise to maintain collateral and to pro­
vide additional collateral if the value of ex­
isting collateral decreases.
b. A term authorizing the confession of judg­
ment on the instrument if not paid when due.
c. A statement to the effect that the instrument 
arises out of the November 1, 1978, sale of 
goods by Filbert to Groves.
d. A statement that it is payable only out of the 
proceeds from the resale of the goods sold by 
Filbert to Groves on November 1, 1978.
27. Mitchell sold his ranch to Campbell. Campbell 
tendered his uncertified check for $35,000 at the closing. 
Mitchell objected and asserted that the check had to be 
certified. An examination of the contract revealed that 
the usual certification requirement had been omitted. 
Mitchell begrudgingly accepted the check after a phone 
call to the bank confirmed that “ the check is good.’’ He 
promptly proceeded to Campbell’s bank and requested 
that it be certified in that he needed a certified check for 
a closing the following day in connection with the pur­
chase of another property. Regarding Mitchell’s request 
for certification, which of the following is correct?
a. The bank is legally obligated to certify the 
check.
b. If the bank did certify the check, it constituted 
an acceptance and released Campbell.
c. The bank’s oral statement that “ the check is 
good’’ constituted an implied certification.
d. Once a check has been properly certified, fur­
ther negotiation is prohibited.
28. Johnson lost a check that he had received for pro­
fessional services rendered. The instrument on its face 
was payable to Johnson’s order. He had indorsed it on 
the back by signing his name and printing “ for deposit 
only’’ above his name. Assuming the check is found by 
Alcatraz, a dishonest person who attempts to cash it, 
which of the following is correct?
a. Any transferee of the instrument must pay or 
apply any value given by him for the instru­
ment consistent with the indorsement.
b. The indorsement is a blank indorsement and a 
holder in due course who cashed it for 
Alcatraz would prevail.
c. The indorsement prevents further transfer or 
negotiation by anyone.
d. If Alcatraz simply signs his name beneath 
Johnson’s indorsement, he can convert it into 
bearer paper and a holder in due course would 
take free of the restriction.
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29. Archer has in his possession a bearer negotiable in­
strument. He took it by negotiation from Perth who had 
stolen it from Cox’s office along with cash and other 
property. The robbery of Cox’s office had received ap­
propriate coverage in the local papers in the area in 
which both Archer and Cox reside. Archer did not know 
that Perth had stolen the instrument when he purchased 
it at a 20% discount. Cox refuses to pay and Archer has 
commenced legal action asserting that he is a holder in 
due course. Which of the following statements is cor­
rect?
a. Even if all other requisites are satisfied, 
Archer’s title is defective in that there was no 
delivery by Cox of the instrument.
b. Archer is a holder in due course and will 
prevail.
c. Archer is prevented from qualifying as a 
holder in due course because there had been 
general notice published in the community 
about the robbery.
d. The discount in and of itself prevents Archer 
from qualifying as a holder in due course or at 
least prevents him from so qualifying as to the 
20% .
30. Path stole a check made out to the order of Marks. 
Path forged the name of Marks on the back and made 
the instrument payable to himself. He then negotiated 
the check to Harrison for cash by signing his own name 
on the back of the instrument in Harrison’s presence. 
Harrison was unaware of any of the facts surrounding 
the theft or forged indorsement and presented the check 
for payment. Central County Bank, the drawee bank, 
paid it. Disregarding Path, which of the following will 
bear the loss?
a. The drawer of the check payable to Marks.
b. Central County Bank.
c. Marks.
d. Harrison.
31. Troy fraudulently induced Casper to make a 
negotiable instrument payable to the order of Troy in 
exchange for goods he never intended to deliver. Troy 
negotiated it to Gorden, who took with notice of the 
fraud. Gorden in turn negotiated it to Wagner, a holder 
in due course. Wagner presented it for payment to 
Casper, who refused to honor it. Wagner contacted 
Gorden who agreed to reacquire the instrument by 
negotiation from Wagner. Which of the following 
statements is correct?
a. Casper would have been liable if Wagner had 
pursued his rights on the negotiable instru­
ment.
b. Gorden was initially a holder in due course as 
a result of the negotiation to him from Troy.
c. Casper is liable to all parties except Troy in 
that it was his fault that the instrument was 
issued to Troy.
d. Gorden can assert the rights of his prior 
holder in due course, Wagner, as a result of 
the repurchase.
32. Franco & Sons, Inc., was engaged in the furniture 
manufacturing business. One of its bi-weekly paychecks 
was payable to Stein, who negotiated it to White in pay­
ment of a gambling debt. White proceeded to raise the 
amount of the check from $300 to $800 and negotiated 
it to Carson, a holder in due course, for cash. Upon 
presentment by Carson at the drawee bank, the teller 
detected the raising of the amount and contacted Franco 
who stopped payment on the check. Franco refuses to 
pay Carson. Carson is seeking to recover the $800. 
Under the circumstances, which of the following is a 
correct statement?
a. Franco is liable, but only for $300.
b. Franco is liable for the $800.
c. Stein is liable for the $800.
d. Franco has no liability to Carson.
33. Strattford Theaters made a contract with Avon, 
Inc., for the purchase of $450 worth of theater supplies. 
Delivery was to take place in one month. One week after 
accepting the order, the price of materials and labor in­
creased sharply. In fact, to break even on the contract, 
Avon would have to charge an additional $600. Avon 
phoned Strattford and informed them of the situation. 
Strattford was sympathetic and said they were sorry to 
hear about the situation but that the best they would be 
willing to do was split the rise in price with Avon. Avon 
accepted the modification on Strattford’s terms. As a 
result of the above modification, which of the following 
is correct?
a. Avon’s continuing to perform the contract 
after informing Strattford of the price dif­
ficulty constitutes consideration for the 
modification of the price.
b. The oral modification is not effective since 
there was no consideration.
c. The statute of frauds applies to the contract as 
modified.
d. The contract contained an implied promise 
that it was subject to price rises.
34. Mara Oil, Inc., had a contract with Gotham 
Apartments to supply it with its fuel oil needs for the 
year, approximately 10,000 gallons. The price was fixed 
at ten cents above the price per gallon that Mara paid 
for its oil. Due to an exceptionally cold winter, Mara 
found that its capacity to fulfill this contract was doubt­
ful. Therefore, it contacted Sands Oil Company and of­
fered to assign the contract to it for $100. Sands agreed. 
Which of the following is correct as a result of the above 
assignment?
a. The contract with Gotham was neither 
assignable nor delegable.
b. Mara is now released from any further obliga­
tion to perform the Gotham contract.
c. Mara has effectively assigned to Sands its 
rights and delegated its duties under the terms 
of the contract with Gotham.
d. In the event Sands breaches the contract with 
Gotham, Mara has no liability.
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35. Almovar Electronics was closing out several lines 
of electronic parts which were becoming outdated. It 
sent a letter on March 8  to Conduit Sales & Service 
Company, one of its largest retail customers, offering 
the entire lot at a substantial reduction in price. The of­
fer indicated that it was for “ immediate acceptance.’’ 
The terms were “cash, pick up by your carrier at our 
loading dock and not later than March 15.’’ It also in­
dicated that the terms of the offer were not subject to 
variance. The letter did not arrive until March 10 and 
Conduit’s letter accepting the offer was not mailed until 
March 12. The letter of acceptance indicated that 
Conduit would take the entire lot, would pay in accord­
ance with the usual terms (2/10, net/30), and would 
pick up the goods on March 16. Which of the following 
best describes the legal relationship of the parties?
a. The acceptance was not timely, hence no con­
tract.
b. The different terms of the acceptance are to be 
construed as proposals for changes in the con­
tract.
c. The different terms of the acceptance con­
stituted a rejection of the offer.
d. Since both parties were merchants and the 
changes in the acceptance were not material, 
there is a valid contract.
36. Donaldson sold Randal six bundles of mink skins. 
The contract contained no specific provision regarding 
title warranties. It did, however, contain a provision 
which indicated that the skins were sold “with all faults 
and defects.’’ Two of the bundles of skins sold to 
Randal had been stolen and were reclaimed by the 
rightful owner. Which of the following is a correct state­
ment?
a. Since there was no express title warranty, 
Randal assumed the risk.
b. The disclaimer “ with all faults and defects’’ 
effectively negates any and all warranties.
c. The contract automatically contained a war­
ranty that the title conveyed is good and can 
only be excluded by specific language.
d. The implied warranty of title is eliminated by 
the parol evidence rule.
37. Marco Auto Inc., made many untrue statements in 
the course of inducing Rockford to purchase a used 
auto for $3,500. The car in question turned out to have 
some serious faults. Which of the following untrue 
statements made by Marco should Rockford use in seek­
ing recovery from Marco for breach of warranty?
a. “ I refused a $3,800 offer for this very same 
auto from another buyer last week.’’
b. “This auto is one of the best autos we have for 
sale.’’
c. “ At this price the auto is a real steal.’’
d. “ I can guarantee that you will never regret 
this purchase.’’
38. If a seller repudiates his contract with a buyer for 
the sale of 100 radios, what recourse does the buyer 
have?
a. He can “cover,’’ i.e., procure the goods 
elsewhere and recover the difference.
b. He must await the seller’s performance for a 
commercially reasonable time after repudia­
tion.
c. He can obtain specific performance by the 
seller.
d. He can recover punitive damages.
39. Duval Liquor Wholesales, Inc., stored its inven­
tory of goods in the Reliable Warehouse Company. 
Duval’s shipments would arrive by truck and be 
deposited with Reliable who would in turn issue 
negotiable warehouse receipts to Duval. Duval would 
resell the liquor by transferring the negotiable 
warehouse receipts to the buyer who was responsible for 
transporting it to his place of business. In one of the 
sales of liquor to a retailer, the liquor was badly dam­
aged and a question has arisen as to who has the risk of 
loss, Duval or the retailer. If the contract is silent on this 
point, when did the risk of loss pass to the retailer?
a. When the goods have been placed on the 
warehouseman’s delivery dock awaiting pick 
up by the retailer.
b. When the goods have been identified to the 
contract.
c. On his receipt of the negotiable warehouse 
receipts covering the goods.
d. When the goods have been properly loaded 
upon the retailer’s carrier.
40. Dolby was employed as an agent for the Ace Used 
Car Company to purchase newer model used cars. His 
authority was limited by a $3,000 maximum price for 
any car. A wholesaler showed him a 1938 classic car 
which was selling for $5,000. The wholesaler knew that 
Ace only dealt in newer model used cars and that Dolby 
had never paid more than $3,000 for any car. Dolby 
bought the car for Ace, convinced that it was worth at 
least $7,000. When he reported this to Williams, Ace’s 
owner, Williams was furious but he nevertheless 
authorized processing of the automobile for resale. 
Williams also began pricing the car with antique car 
dealers who indicated that the current value of the car 
was $4,800. Williams called the wholesaler, told him 
that Dolby had exceeded his authority, that he was 
returning the car, and that he was demanding repay­
ment of the purchase price. What is the wholesaler’s 
best defense in the event of a lawsuit?
a. Dolby had apparent authority to purchase the 
car.
  b. Dolby’s purchase was effectively ratified by 
Ace.
c. Dolby had express authority to purchase the 
car.
d. Dolby had implied authority to purchase the 
car.
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41. Zebra Acquisitions, Inc., has been steadily acquir­
ing the assets and stock of various corporations 
manufacturing brass. It also has been purchasing the 
stock of its customers and others who purchase substan­
tial quantities of brass. It now has 8% of the brass 
manufacturing facilities in the United States and 22% in 
the tri-state area in which it is located. Which of the 
following claims is the United States Department of 
Justice likely to assert?
a. The relevant market in question is the entire 
United States.
b. It is illegal per se to purchase the stock of 
competitors.
c. It is illegal per se to purchase the stock of 
customers and other potential buyers.
d. The most recent acquisition substantially 
lessens competition in the tri-state area.
42. Drummond Company manufactures and sells 
distinctive clocks. Its best selling item is a reproduction 
of a rare antique grandfather clock. Adams purchased 
100 of the clocks from Drummond at $79.50. Much to 
Adam’s chagrin it discovered that Young, one of its 
competitors, had purchased the same clock at $74.50 
per clock. Adams has complained and threatened legal 
action. In the event the issue is litigated
a. Drummond will prevail if it can show it did 
not intend to harm Adams.
b. Adams has a presumption in its favor that it 
has been harmed by price discrimination.
c. Drummond will prevail if it can show that it 
sold the clocks at the lower price to all 
customers such as Young who had been doing 
business with it continuously for ten years or 
more.
d. Drummond will prevail if it can establish that 
there were several other clock companies with 
which Adams could deal if Adam’s were 
dissatisfied.
43. Tweed Manufacturing, Inc., plans to issue $5 
million of common stock to the public in interstate com­
merce after its registration statement with the SEC 
becomes effective. What, if anything, must Tweed do in 
respect to those states in which the securities are to be 
sold?
a. Nothing, since approval by the SEC 
automatically constitutes satisfaction of any 
state requirements.
b. Make a filing in those states which have laws 
governing such offerings and obtain their ap­
proval.
c. Simultaneously apply to the SEC for permis­
sion to market the securities in the various 
states without further clearance.
d. File in the appropriate state office of the state 
in which it maintains its principal office of 
business, obtain clearance, and forward a 
certified copy of that state’s clearance to all 
other states.
44. Major Steel Manufacturing, Inc., signed a con­
tract on October 2, 1978, with the Hard Coal & Coke 
Company for its annual supply of coal for three years 
commencing on June 1, 1979, at a price to be determin­
ed by taking the average monthly retail price per ton, 
less a ten cent per ton quantity discount. On March 15, 
1979, Major discovered that it had made a bad bargain 
and that it could readily fulfill its requirements 
elsewhere at a much greater discount. Major is seeking 
to avoid its obligation. Which of the following is cor­
rect?
a. The pricing term is too indefinite and uncer­
tain hence there is no contract.
b. Since the amount of coal required is unknown 
at the time of the making of the contract, the 
contract is too indefinite and uncertain to be 
valid.
c. Major is obligated to take its normal annual 
coal requirements from Hard or respond in 
damages.
d. There is no contract since Major could con­
ceivably require no coal during the years in 
question.
45. What fiduciary duty, if any, exists in an agency 
relationship?
a. The agent owes a fiduciary duty to third 
parties he deals with for and on behalf of his 
principal
b. The principal owes a fiduciary duty to his 
agent.
c. The agent owes a fiduciary duty to his prin­
cipal.
d. There is no fiduciary duty in an agency rela­
tionship.
46. Research Development Corporation has made a 
major breakthrough in the development of a super TV 
antenna. It has patented the product and is seeking to 
maximize the profit potential. In this effort, Research 
can legally
a. Require its retailer to take stipulated quan­
tities of its other products in addition to the 
antennas.
b. Require its retailers to sell only Research’s 
products, including the antennas, and not sell 
similar competing products.
c. Sell the product to its retailers upon condition 
that they do not sell the antennas to the public 
for less than a stated price.
d. Sell the product at whatever price the traffic 
will bear even though it has a monopoly.
47. Wilton was grossly negligent in the operation of a 
drill press. As a result he suffered permanent disability. 
His claim for workmen’s compensation will be
a. Reduced by the percentage share attributable 
to his own fault.
b. Limited to medical benefits.
c. Denied.
d. Paid in full.
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48. Harvey Wilson is a senior vice president, 15% 
shareholder and a member of the Board of Directors of 
Winslow, Inc. Wilson has decided to sell 10% of his 
stock in the company. Which of the following methods 
of disposition would subject him to SEC registration re­
quirements?
a. A redemption of the stock by the corporation.
b. The sale by several brokerage houses of the 
stock in the ordinary course of business.
c. The sale of the stock to an insurance company 
which will hold the stock for long-term invest­
ment purposes.
d. The sale to a corporate officer who currently 
owns 5% of the stock of Winslow and who 
will hold the purchased stock for long-term in­
vestment.
49. The Securities Exchange Act of 1934 holds certain 
insiders liable for short-swing profits under section 
16(b) of the act. Which of the following classes of peo­
ple would not be insiders in relation to the corporation 
in which they own securities?
a. An executive vice president.
b. A major debenture holder.
c. An 11 % owner, 8% of which he owns in his or 
her own name and 3% in an irrevocable trust 
for his or her benefit for life.
d. A director who owns less than 10% of the 
shares of stock of the corporation.
50. Jane Sabine was doing business as Sabine 
Fashions, a sole proprietorship. Sabine suffered finan­
cial reverses and began to use social security and income 
taxes withheld from her employees to finance the 
business. Sabine finally filed a voluntary petition in 
bankruptcy. Which of the following would not apply to 
her as a result of her actions?
a. She would remain liable for the taxes due.
b. She is personally liable for fines and imprison­
ment.
c. She could justify her actions by showing that 
the use of the tax money was vital to continua­
tion of the business.
d. She may be assessed penalties up to the 
amount of taxes due.
Number 2 (Estimated time----- 25 to 30 minutes)
Part a. Factory Discount Prices, Inc., is a chain 
store discount outlet which sells women’s clothes. It has 
an excessively large inventory on hand and is in urgent 
need of additional cash. It is bordering on bankruptcy, 
especially if the inventory has to be liquidated by sale to 
other stores instead of the public. Furthermore, about 
15% of the inventory is not resalable except at a drastic 
discount below cost. Faced with this financial crisis, 
Factory approached several of the manufacturers from 
whom it purchases. Dexter Apparel, Inc., one of the 
parties approached, indicated a willingness to loan 
Factory $300,000 under certain conditions. First,
Factory was to submit audited financial statements for 
the express purpose of providing the correct financial 
condition of the company. The loan was to be 
predicated upon these financial statements and 
Factory’s engagement letter with Dunn & Clark, its 
CPAs, expressly indicated this.
The second condition insisted upon by Dexter was 
that it obtain a secured position in all unsecured inven­
tory, accounts, and other related personal property. In 
due course a security agreement was executed and a 
financing statement properly filed and recorded.
In preparing the financial statements, Factory 
valued the inventory at cost which was approximately 
$100,000 over the current fair market value. Also, 
Factory failed to disclose two secured creditors to whom 
substantial amounts are owed and who take priority 
over Dexter’s security interests.
Dunn & Clark issued an unqualified opinion on the 
financial statements of Factory which they believed 
were fairly presented.
Six months later Factory filed a voluntary 
bankruptcy petition. Dexter received $125,000 as its 
share of the bankrupt’s estate. It is suing Dunn & Clark 
for the loss of $175,000. Dunn & Clark deny liability 
based upon lack of privity and lack of negligence.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Is Dexter entitled to recover its loss from Dunn & 
Clark?
Part b. The CPA firm of Blank, Miller & Tage 
prepares a significant number of individual and cor­
porate income tax returns. Jones is a newly hired junior 
accountant. This is Jones’ first job since graduation 
from school. Jones’ initial assignment is to work with 
the tax department in the preparation of clients’ 1978 in­
come tax returns.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What is the principal legal basis for potential 
liability of the CPA firm and Jones to clients in connec­
tion with the preparation of income tax returns?
2. Give some examples of performance which 
would result in such liability.
3. What is the basis for determining the amount 
of damages to be awarded to the client?
Part c. Smith, CPA, is the auditor for Juniper 
Manufacturing Corporation, a privately-owned com­
pany which has a June 30 fiscal year. Juniper arranged 
for a substantial bank loan which was dependent upon 
the bank receiving, by September 30, audited financial 
statements which showed a current ratio of at least 2 to
1. On September 25, just before the audit report was to 
be issued, Smith received an anonymous letter on 
Juniper’s stationery indicating that a five-year lease by
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Juniper, as lessee, of a factory building which was ac­
counted for in the financial statements as an operating 
lease was in fact a capital lease. The letter stated that 
there was a secret written agreement with the lessor 
modifying the lease and creating a capital lease.
Smith confronted the president of Juniper who ad­
mitted that a secret agreement existed but said it was 
necessary to treat the lease as an operating lease to meet 
the current ratio requirement of the pending loan and 
that nobody would ever discover the secret agreement 
with the lessor. The president said that if Smith did not 
issue his report by September 30, Juniper would sue 
Smith for substantial damages which would result from 
not getting the loan. Under this pressure and because 
the working papers contained a copy of the five-year 
lease agreement which supported the operating lease 
treatment, Smith issued his report with an unqualified 
opinion on September 29.
In spite of the fact that the loan was received, 
Juniper went bankrupt within two years. The bank is su­
ing Smith to recover its losses on the loan and the lessor 
is suing Smith to recover uncollected rents.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Is Smith liable to the bank?
2. Is Smith liable to the lessor?
Number 3 (Estimated tim e----- 25 to 30 minutes)
Part a. The Decimile Corporation is a well- 
established, conservatively-managed, major company. 
It has consistently maintained a $3 or more per share 
dividend since 1940 on its only class of stock, which has 
a $1 par value. Decimile’s board of directors is deter­
mined to maintain a $3 per share annual dividend 
distribution to maintain the corporation’s image in the 
financial community, to reassure its shareholders, and 
to prevent a decline in the price of the corporation’s 
shares which would occur if there were a reduction in 
the dividend rate. Decimile’s current financial position 
is not encouraging although the corporation is legally 
solvent. Its cash flow position is not good and the cur­
rent year’s earnings are only $0.87 per share. Retained 
earnings amount to $17 per share. Decimile owns a 
substantial block of Integrated Electronic Services stock 
which it purchased at $1 per share in 1950 and which has 
a current value of $6.50 per share. Decimile has paid 
dividends of $1 per share so far this year and con­
templates distributing a sufficient number of shares of 
Integrated to provide an additional $2 per share.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. May Decimile legally pay the $2 per share divi­
dend in the stock of Integrated?
2. As an alternative, could Decimile pay the $2
dividend in its own authorized but unissued shares of 
stock? What would be the legal effect of this action 
upon the corporation?
3. What are the federal income tax consequences 
to the noncorporate shareholders—
(a) If Decimile distributes the shares of 
Integrated?
(b) If Decimile distributes its own authorized 
but unissued stock?
Part b. Clayborn is the president and a director of 
Marigold Corporation. He currently owns 1,000 shares 
of Marigold which he purchased several years ago upon 
joining the company and assuming the presidency. At 
that time, he received a stock option for 10,000 shares 
of Marigold at $10 per share. The option is about to ex­
pire but Clayborn does not have the money to exercise 
his option. Credit is very tight at present and most of his 
assets have already been used to obtain loans. Clayborn 
spoke to the chairman of Marigold’s board about his 
plight and told the chairman that he is going to borrow 
$100,000 from Marigold in order to exercise his option. 
The chairman was responsible for Clayborn’s being 
hired as the president of Marigold and is a close per­
sonal friend of Clayborn. Fearing that Clayborn will 
leave unless he is able to obtain a greater financial in­
terest in Marigold, the chairman told Clayborn: “ It is 
okay with me and you have a green light.’’ Clayborn 
authorized the issuance of a $100,000 check payable to 
his order. He then negotiated the check to Marigold in 
payment for the shares of stock.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What are the legal implications, problems, and 
issues raised by the above circumstances?
Part c. Towne is a prominent financier, the owner 
of 1% of the shares of Toy, Inc., and one of its direc­
tors. He is also the chairman of the board of Unlimited 
Holdings, Inc., an investment company in which he 
owns 80% of the stock. Toy needs land upon which to 
build additional warehouse facilities. Toy’s president, 
Arthur, surveyed the land sites feasible for such a pur­
pose. The best location in Arthur’s opinion from all 
standpoints, including location, availability, access to 
transportation, and price, is an eight-acre tract of land 
owned by Unlimited. Neither Arthur nor Towne wish to 
create any legal problems in connection with the possi­
ble purchase of the land.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. What are the legal parameters within which 
this transaction may be safely consummated?
2. What are the legal ramifications if there were 
to be a $50,000 payment “ on the side’’ to Towne in 
order that he use his efforts to “ smooth the way’’ for 
the proposed acquisition?
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Number 4 (Estimated time 20 to 25 minutes)
Part a. Strom, Lane, and Grundig formed a part­
nership on July 1, 1974, and selected “ Big M 
Associates” as their partnership name. The partnership 
agreement specified a fixed duration of ten years for the 
partnership. Business went well for the partnership for 
several years and it established an excellent reputation in 
the business community. In 1978, Strom, much to his 
amazement, learned that Grundig was padding his ex­
pense accounts by substantial amounts each month and 
taking secret kick-backs from certain customers for 
price concessions and favored service. Strom informed 
Lane of these facts and they decided to seek an account­
ing of Grundig, a dissolution of the firm by ousting 
Grundig, and the subsequent continuation of the firm 
by themselves under the name, “ Big M Associates.”
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Were there any filing requirements to be 
satisfied upon the initial creation of the partnership?
2. What will be the basis for the accounting and 
dissolution and should such actions be successful?
3. Can Strom and Lane obtain the right to con­
tinue to use the firm name if they prevail?
Part b. Palmer is a member of a partnership. His per­
sonal finances are in a state of disarray, although he is 
not bankrupt. He recently defaulted on a personal loan 
from the Aggressive Finance Company. Aggressive in­
dicated that if he did not pay within one month, it 
would obtain a judgment against him and levy against 
all his property including his share of partnership pro­
perty and any interest he had in the partnership. Both 
Palmer and the partnership are concerned about the 
effects of this unfortunate situation upon Palmer and 
the partnership.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Has a dissolution of the partnership occurred?
2. What rights will Aggressive have against the 
partnership or Palmer concerning Palmer’s share of 
partnership property or his interest in the partnership?
3. Could Palmer legally assign his interest in the 
partnership as security for a loan with which to pay off 
Aggressive?
Number 5 (Estimated time----- 15 to 20 minutes)
Part a. Hammar Hardware Company, Inc., pur­
chased all the assets and assumed all the liabilities of 
JoMar Hardware for $60,000. Among the assets and
liabilities included in the sale was a lease of the building 
in which the business was located. The lessor-owner was 
Marathon Realty, Inc., and the remaining unexpired 
term of the lease was nine years. The lease did not con­
tain a provision dealing with the assignment of the 
leasehold. Incidental to the purchase, Hammar express­
ly promised JoMar that it would pay the rental due 
Marathon over the life of the lease and would hold 
JoMar harmless from any future liability thereon.
When Marathon learned of the proposed transac­
tion, it strenuously objected to the assignment of the 
lease and to the occupancy by Hammar. Later, after this 
dispute was resolved and prior to expiration of the lease, 
Hammar abandoned the building and ceased doing 
business in that area. Marathon has demanded payment 
by JoMar of the rent as it matures over the balance of 
the term of the lease.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Was the consent of Marathon necessary in 
order to assign the lease?
2. Is JoMar liable on the lease?
3. If Marathon were to proceed against Hammar, 
would Hammar be liable under the lease?
Part b. The Merchants and Mechanics County 
Bank expanded its services and facilities as a result of 
the economic growth of the community it serves. In this 
connection, it provided safe deposit facilities for the 
first time. A large vault was constructed as a part of the 
renovation and expansion of the bank building. Mer­
chants purchased a bank vault door from Foolproof 
Vault Doors, Inc., for $65,000 and installed it at the 
vault entrance. The state in which Merchants was 
located had a real property tax but did not have a per­
sonal property tax. When the tax assessor appraised the 
bank building after completion of the renovation and 
expansion, he included the bank vault door as a part of 
the real property. Merchants has filed an objection 
claiming the vault door was initially personal property 
and remains so after installation in the bank.
There are no specific statutes or regulations deter­
minative of the issue. Therefore, the question will be 
decided according to common law principles of proper­
ty law.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. What is the likely outcome as to the classifica­
tion of the bank vault door?
2. The above situation involves a dispute between 
a tax authority and the owner of property. In what other 
circumstances might a dispute arise with respect to the 
classification of property as either real or personal 
property?
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Uniform Certified Public Accountant Examination
EX A M IN A TIO N  IN  ACCOUNTING TH E O R Y  
(Theory of Accounts)
May 4, 1979; 1:30 to 5:00 P.M .
N O TE  TO  C A N D ID A TES: Suggested time allotments are as follows:
All questions are required:
No. 1 ......................
No. 2 ......................
No. 3 ......................
No. 4 ......................
No. 5 ..................
No. 6 ......................
To ta l..............
Estimated Minutes 
Minimum Maximum
90 105
20 25
15 20
15 20
15 20
15 20
170 210
IN STR U C TIO N S  TO  C A N D ID A TES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. I f  more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, i f  
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even i f  you
are uncertain of the answer. You are likely to get 
the highest score i f  you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Number 1 (Estimated time----- 90 to 105 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of issues in accounting. Use a 
soft pencil, preferably No. 2, to blacken the appropriate 
circle on the separate printed answer sheet to indicate 
your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the 
results of operations is the
a. Income statement.
b. Balance sheet.
c. Statement of sources and applications of 
funds.
d. Retained earnings statement.
Answer Sheet
99.  
Items to be Answered
1. In a business combination what is the appropriate 
method of accounting for an excess of fair value as­
signed to net assets over the cost paid for them?
a. Record as negative goodwill.
b. Record as additional paid-in capital from 
combination on the books of the combined 
company.
c. Proportionately reduce values assigned to 
nonmonetary assets and record any remaining 
excess as a deferred credit.
d. Proportionately reduce values assigned to 
noncurrent assets and record any remaining 
excess as a deferred credit.
2. The year-end balance of accounts receivable on the 
books of a foreign subsidiary should be translated by 
the parent company for consolidation purposes at the
a. Historical rate.
b. Current rate.
c. Negotiated rate.
d. Spot rate.
3. Which of the following methods of inventory 
valuation is allowable at interim dates but not at year- 
end?
a. Weighted average.
b. Estimated gross profit rates.
c. Retail method.
d. Specific identification.
4. Which of the following transactions related to a 
business combination would require that the combina­
tion be accounted for as a purchase?
a. The combination is to be completed within 
twelve months from the date the plan was in­
itiated.
b. Ninety-two percent of one company’s com­
mon stock is exchanged for only common 
stock in the other company.
c. The combined company is to retire a portion 
of the common stock exchanged to effect the 
combination within twelve months of the 
combination,
d. The combined company will dispose of 
numerous fixed assets representing duplicate 
facilities subsequent to the combination.
5. Which of the following sets of conditions would 
give rise to the accrual of a contingency under current 
generally accepted accounting principles?
a. Amount of loss is reasonably estimable and 
event occurs infrequently.
b. Amount of loss is reasonably estimable and 
occurrence of event is probable.
c. Event is unusual in nature and occurrence of 
event is probable.
d. Event is unusual in nature and event occurs in­
frequently.
6. Based solely upon the following sets of cir­
cumstances indicated below, which set gives rise to a 
sales type or direct financing lease of a lessor?
Transfers 
ownership 
by end o f 
lease?
a. No
b. Yes
c. Yes
d. No
Contains
bargain
purchase
provision?
Yes
No
No
Yes
Collectibil­
ity o f lease 
payments 
assured?
Yes
No
No
Yes
Any
important
uncertain-
ties?
No
No
Yes
Yes
7. A change in accounting entity is actually a change 
in accounting
a. Principle.
b. Estimate.
c. Method.
d. Concept,
8. In which of the following pension instances would 
the accrual of past service costs have to be reduced for 
interest presumed earned?
a. When past service costs have been fully ac­
crued prior to funding.
b. When pension expense exceeds the maximum 
allowable accrual.
c. When past service costs have been fully fund­
ed prior to accrual.
d. When interest presumed earned on previously 
accrued past service cost exceeds interest 
presumed earned on unaccrued past service 
cost.
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9. The amount of income tax applicable to transac­
tions that must be reported using intraperiod income tax 
allocation is computed
a. By multiplying the item by the effective in­
come tax rate.
b. As the difference between the tax computed 
based on taxable income without including the 
item and the tax computed based on taxable 
income including the item.
c. As the difference between the tax computed 
on the item based on the amount used for 
financial reporting and the amount used in 
computing taxable income.
d. By multiplying the item by the difference be­
tween the effective income tax rate and the 
statutory income tax rate.
10. Which of the following transactions would require 
the use of the present value of an annuity due concept in 
order to calculate the present value of the asset obtained 
or liability owed at the date of incurrence?
a. A capital lease is entered into with the initial 
lease payment due upon the signing of the 
lease agreement.
b. A capital lease is entered into with the initial 
lease payment due one month subsequent to 
the signing of the lease agreement.
c. A ten-year 8% bond is issued on January 2 
with interest payable semi-annually on July 1 
and January 1 yielding 7% .
d. A ten-year 8% bond is issued on January 2 
with interest payable semi-annually on July 1 
and January 1 yielding 9%.
11. Assuming no beginning inventory, what can be 
said about the trend of inventory prices if cost of goods 
sold computed when inventory is valued using the FIFO 
method exceeds cost of goods sold when inventory is 
valued using the LIFO method?
a. Prices decreased.
b. Prices remained unchanged.
c. Prices increased.
d. Price trend cannot be determined from infor­
mation given.
12. What is the proper time or time period over which 
to match the cost of an intangible asset with revenues if 
it is likely that the benefit of the asset will last for an in­
determinate but very long period of time?
a. Forty years.
b. Fifty years.
c. Immediately.
d. At such time as diminution in value can be 
quantitatively determined.
13. The sale of a depreciable asset resulting in a loss, 
indicates that the proceeds from the sale were
a. Less than current market value.
b. Greater than cost.
c. Greater than book value.
d. Less than book value.
14. Interperiod income tax allocation is justified by 
the basic theory that income taxes should be treated as 
which of the following?
a. An expense.
b. A distribution of earnings.
c. A distribution of earnings for the current por­
tion and an expense for the deferred portion.
d. An expense for the current portion and a 
distribution of earnings for the deferred por­
tion.
15. A marketable equity security must have a ready 
market in order to be classified as current, and
a. Be available to management for use in short 
run operations.
b. Be traded on a recognized national exchange.
c. Have a current market value in excess of 
original cost.
d. Have been owned less than one year.
16. An increase in inventory balance would be 
reported in a statement of changes in financial position 
as a
a. Use of working capital.
b. Source of working capital.
c. Source of cash.
d. Use of cash.
17. Consolidated financial statements are prepared 
when a parent-subsidiary relationship exists in recogni­
tion of the accounting concept of
a. Materiality.
b. Entity.
c. Objectivity.
d. Going concern.
18. Dilutive common stock equivalents must be used 
in the computation of
a. Fully diluted earnings per share only.
b. Primary earnings per share only.
c. Fully diluted and primary earnings per share.
d. Other potentially dilutive securities only.
19. Which of the following asset valuation methods is 
not a violation of the accounting concept of historical 
cost?
a. Net present value of future cash flows.
b. Replacement cost.
c. Market value.
d. General price-level restatement.
20. What type of direct material variances for price 
and usage will arise if the actual number of pounds of 
materials used exceeds standard pounds allowed but ac­
tual cost was less than standard cost?
Usage Price
a. Unfavorable Favorable
b. Favorable Favorable
c. Favorable Unfavorable
d. Unfavorable Unfavorable
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21. In considering a special order situation that will 
enable a company to make use of presently idle capaci­
ty, which of the following costs would be irrelevant?
a. Materials.
b. Depreciation.
c. Direct labor.
d. Variable overhead.
22. In job order costing, payroll taxes paid by the 
employer for factory employees are preferably ac­
counted for as
a. Direct labor.
b. Factory overhead.
c. Indirect labor.
d. Administrative costs.
23. If a company follows a practice of isolating 
variances at the earliest point in time, what would be the 
appropriate time to isolate and recognize a direct 
material price variance?
a. When material is issued.
b. When material is purchased.
c. When material is used in production.
d. When purchase order is originated.
24. Which of the following cost allocation methods 
would be used to determine the lowest price that could 
be quoted for a special order that would utilize idle 
capacity within a production area?
a. Job order.
b. Process.
c. Variable.
d. Standard.
25. How should a usage variance that is significant in 
amount be treated at the end of an accounting period?
a. Reported as a deferred charge or credit.
b. Allocated among work-in-process inventory, 
finished goods inventory, and cost of goods 
sold.
c. Charged or credited to cost of goods 
manufactured.
d. Allocated among cost of goods manufac­
tured, finished goods inventory, and cost of 
goods sold.
26. Which of the following quantitative methods will 
separate a semi-variable cost into its fixed and variable 
components with the highest degree of precision under 
all circumstances?
a. High-low method.
b. Simplex method.
c. Least squares method.
d. Scattergraph method.
27. A measure of the extent to which two variables are 
related linearly is referred to as
a. Cause-effect ratio.
b. Coefficient of correlation.
c. Sensitivity analysis.
d. Input-output analysis.
28. Which of the following would cause the break­
even point to change?
a. Sales increased.
b. Total production decreased.
c. Total variable costs increased as a function of 
higher production.
d. Fixed costs increased due to addition to 
physical plant.
29. A true process costing system could make use of 
each of the following except
a. Standards.
b. Individual lots.
c. Variable costing.
d. Responsibility accounting.
30. Joint costs are most frequently allocated based 
upon relative
a. Profitability.
b. Conversion costs.
c. Sales value.
d. Prime costs.
31. Which of the following components of production 
are allocable as joint costs when a single manufacturing 
process produces several salable products?
a. Materials, labor, overhead.
b. Materials and labor only.
c. Labor and overhead only.
d. Overhead and materials only.
32. Each of the following would affect the breakeven 
point except a change in the
a. Number of units sold.
b. Variable cost per unit.
c. Total fixed costs.
d. Sales price per unit.
33. What is the normal year-end treatment of im­
material variances recognized in a cost accounting 
system utilizing standards?
a. Reclassified to deferred charges until all 
related production is sold.
b. Allocated among cost of goods manufactured 
and ending work-in-process inventory.
c. Closed to cost of goods sold in the period in 
which they arose.
d. Capitalized as a cost of ending finished goods 
inventory.
34. Which of the following items of cost would be 
least likely to appear in a performance report based on 
responsibility accounting techniques for the supervisor 
of an assembly line in a large manufacturing situation?
a. Supervisor’s salary,
b. Materials.
c. Repairs and maintenance.
d. Direct labor.
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35. When using the graphic method of solving a linear 
programming problem, the optimal solution will always 
be at
a. Minimum value of X.
b. X and Y intercept.
c. A corner point described by the feasible area.
d. Point of inception.
36. The quantitative analysis tool whose primary ob­
jective is to define a critical path is
a. Linear programming.
b. Queuing theory.
c. Program evaluation and review technique.
d. Multiple regression analysis.
37. The method of cost accounting that lends itself to 
breakeven analysis is
a. Variable.
b. Standard.
c. Absolute.
d. Absorption.
38. The basic difference between a master budget and 
a flexible budget is that a
a. Flexible budget considers only variable costs 
but a master budget considers all costs.
b. Flexible budget allows management latitude in 
meeting goals whereas a master budget is 
based on a fixed standard.
c. Master budget is for an entire production 
facility but a flexible budget is applicable to 
single departments only.
d. Master budget is based on one specific level of 
production and a flexible budget can be 
prepared for any production level within a 
relevant range.
39. In order to compute equivalent units of produc­
tion using the FIFO method of process costing, work 
for the period must be broken down to units
a. Completed during the period and units in end­
ing inventory.
b. Completed from beginning inventory, started 
and completed during the month, and units in 
ending inventory.
c. Started during the period and units trans­
ferred out during the period.
d. Processed during the period and units com­
pleted during the period.
40. Spoilage occurring during a manufacturing pro­
cess can be considered normal or abnormal. The proper 
accounting for each of these costs is
Normal Abnormal
a. Product Period
b. Product Product
c. Period Product
d. Period Period
41. Within a governmental unit, three funds that are 
accounted for in a manner similar to a for-profit entity 
are
a. General, Debt Service, Special Assessment.
b. Special Assessment, Enterprise, Intragovern­
mental Service.
c. Intragovernmental Service, Enterprise, 
General.
d. Enterprise, General, Debt Service.
42. In the loan fund of a college or university, each of 
the following types of loans would be found except
a. Student.
b. Staff.
c. Building.
d. Faculty.
43. What is the recommended method of accounting 
to be used by colleges and universities?
a. Cash.
b. Modified cash.
c. Restricted accrual.
d. Accrual.
44. Why do voluntary health and welfare organiza­
tions, unlike some not-for-profit organizations, record 
and recognize depreciation of fixed assets?
a. Fixed assets are more likely to be material in 
amount in a voluntary health and welfare 
organization than in other not-for-profit 
organizations.
b. Voluntary health and welfare organizations 
purchase their fixed assets, and therefore have 
a historical cost basis from which to determine 
amounts to be depreciated.
c. A fixed asset used by a voluntary health and 
welfare organization has alternative uses in 
private industry and this opportunity cost 
should be reflected in the organization’s 
financial statements.
d. Contributors look for the most efficient use of 
funds, and since depreciation represents a cost 
of employing fixed assets, it is appropriate 
that a voluntary health and welfare organiza­
tion reflect it as a cost of providing services.
45. Which of the following receipts is properly record­
ed as restricted current funds on the books of a universi­
ty?
a. Tuition.
b. Student laboratory fees.
c. Housing fees.
d. Research grants.
46. Which of the following funds of a voluntary 
health and welfare organization does not have a 
counterpart fund in governmental accounting?
a. Current unrestricted.
b. Land, building, and equipment.
c. Custodian.
d. Endowment.
150
Accounting Theory
47. A city’s general fund budget for the forthcoming 
fiscal year shows estimated revenues in excess of ap­
propriations. The initial effect of recording this will 
result in an increase in
a. Taxes receivable.
b. Fund balance.
c. Reserve for encumbrances.
d. Encumbrances.
48. Under the modified accrual method of accounting 
used by a local governmental unit, which of the follow­
ing would be a revenue susceptible to accrual?
a. Income taxes.
b. Business licenses.
Shown below are the financial statements issued by 
Allen Corporation for its fiscal year ended October 31, 
1978:
Number 2 (Estimated tim e----- 20 to 25 minutes)
Allen Corporation 
Statement of Financial Position
October 31, 1978
Assets
50. What is the underlying reason a governmental unit 
uses separate funds to account for its transactions?
a. Governmental units are so targe that it would 
be unduly cumbersome to account for all 
transactions as a single unit.
b. Because of the diverse nature of the services 
offered and legal provisions regarding ac­
tivities of a governmental unit, it is necessary 
to segregate activities by functional nature.
c. Generally accepted accounting principles re­
quire that not-for-profit entities report on a 
funds basis.
d. Many activities carried on by governmental 
units are short-lived and their inclusion in a 
general set of accounts could cause undue 
probability of error and omission.
Liabilities
Accounts payable 
Accrued expenses 
Total current liabilities
Deferred income tax 
payable (Note 4)
Total liabilities
c. Property taxes. Cash $ 15,000d. Sales taxes. Accounts receivable, net 150,000
49. Which of the following accounts is a budgetary ac- Inventory 120,000
count in governmental accounting? Total current assets 285,000
a. Reserve for inventory of supplies.
b. Fund balance. Trademark (Note 3) 250,000c. Appropriations.
d. Estimated uncollectible property taxes. Land 125,000
Total assets $660,000
$ 80,000 
20,000
100,000
80,000
180,000
Stockholders' Equity
Common stock, par 
$1 (Note 5) 
Additional paid-in 
capital
Retained earnings 
Total liabilities and 
stockholders’ 
equity
$100,000
180,000
200,000 480,000
$660,000
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Allen Corporation 
Earnings Statement
For the fiscal year ended October 31, 1978
Sales $1,000,000
Cost of goods sold 750,000
Gross margin 250,000
Expenses:
Bad debt expense $ 7,000
Insurance 
Lease expenses
13,000
(Note 1) 
Repairs and
40,000
maintenance 30,000
Pensions (Note 2) 12,000
Salaries
Earnings before
60,000 162,000
provision for income 
tax
Provision for income
88,000
tax 28,740
Net earnings $ 59,260
Earnings per common
share outstanding $ 0.5926
Allen Corporation
Statement of Retained Earnings
For the fiscal year ended October 31, 1978
Retained earnings, November 1, 1977 $150,000
Extraordinary gain, net of income tax 
Net earnings for the fiscal year ended
25,000
October 31, 1978 59,260
234,260
Dividends ($0.3426 per share) 34,260
Retained earnings, October 31, 1978 $200,000
FOOTNOTES
Note 1 — Long-Term Lease
Under the terms of a 5-year noncancelable lease for 
buildings and equipment, the Company is obligated to 
make annual rental payments of $40,000 in each of the 
next four fiscal years. At the conclusion of the lease 
period, the Company has the option of purchasing the 
leased assets for $20,000 (a bargain purchase option) or 
entering into another 5-year lease of the same property 
at an annual rental of $5,000.
Note 2 — Pension Plan
Substantially all employees are covered by the Com­
pany’s pension plan. Pension expense is equal to the 
total of pension benefits paid to retired employees 
during the year.
Note 3 — Trademark
The Company’s trademark was purchased from Apex 
Corporation on January 1, 1976, for $250,000.
Note 4 — Deferred Income Tax Payable
The entire balance in the deferred income tax payable 
account arose from tax-exempt municipal bonds that 
were held during the previous fiscal year giving rise to a 
difference between taxable income and reported net 
earnings for the fiscal year ended October 31, 1977. The 
deferred liability amount was calculated on the basis of 
expected tax rates in future years.
Note 5 — Warrants
On January 1, 1977, one common stock warrant was 
issued to stockholders of record for each common share 
owned. An additional share of common stock is to be 
issued upon exercise of ten stock warrants and receipt of 
an amount equal to par value. For the six months ended 
October 31, 1978, the average market value for the 
Company’s common stock was $5 per share and no 
warrants had yet been exercised.
Note 6 — Contingent Liability
On October 31, 1978, the Company was contingently 
liable for product warranties in an amount estimated to 
aggregate $75,000.
Required:
Review the preceding financial statements and related 
footnotes. Identify any inclusions or exclusions from 
them that would be in violation of generally accepted 
accounting principles, and indicate corrective action to 
be taken. Do not comment as to format or style. Re­
spond in the following order:
• Statement of Financial Position.
• Footnotes.
• Earnings Statement.
• Statement of Retained Earnings.
• General.
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Part a. The most common method of accounting for 
unconsolidated subsidiaries is the equity method.
Required:
Answer the questions shown below with respect to the 
equity method.
1. Under what circumstances should the equity 
method be applied?
2. At what amount should the initial investment 
be recorded and what events subsequent to the initial in­
vestment (if any) would change this amount?
3. How are investment earnings recognized under 
the equity method, and how is the amount determined?
Part b. For the past five years Herbert has maintained 
an investment (properly accounted for and reported 
upon) in Broome amounting to a 10% interest in the 
voting common stock of Broome. The purchase price 
was $700,000 and the underlying net equity in Broome 
at the date of purchase was $620,000. On January 2 of 
the current year, Herbert purchased an additional 15% 
of the voting common stock of Broome for $1,200,000; 
the underlying net equity of the additional investment at 
January 2 was $1,000,000. Broome has been profitable 
and has paid dividends annually since Herbert’s initial 
acquisition.
Required:
Discuss how this increase in ownership affects the ac­
counting for and reporting upon the investment in 
Broome. Include in your discussion adjustments, if any, 
to the amount shown prior to the increase in investment 
to bring the amount into conformity with generally ac­
cepted accounting principles. Also include how current 
and subsequent periods would be reported upon.
Number 4 (Estimated time-----15 to 20 minutes)
In accounting for long-term contracts (those taking 
longer than one year to complete), the two methods 
commonly followed are the percentage-of-completion 
method and the completed-contract method.
Required:
a. Discuss how earnings on long-term contracts 
are recognized and computed under these two methods.
b. Under what circumstances is it preferable to 
use one method over the other?
c. Why is earnings recognition as measured by in­
terim billings not generally accepted for long-term con­
tracts?
d. How are job costs and interim billings reflected 
on the balance sheet under the percentage-of- 
completion method and the completed-contract 
method?
Number 3 (Estimated tim e----- 15 to 20 minutes)
Part a. In order to properly understand current 
generally accepted accounting principles with respect to 
accounting for and reporting upon segments of a 
business enterprise, as stated by the Financial Account­
ing Standards Board in its Statement 14, it is necessary 
to be familiar with certain unique terminology.
Required:
With respect to segments of a business enterprise, ex­
plain the following terms:
1. Industry segment.
2. Revenue.
3. Operating profit and loss.
4. Identifiable assets.
Part b. A central issue in reporting on industry 
segments of a business enterprise is the determination of 
which segments are reportable.
Required:
1. What are the tests to determine whether or not 
an industry segment is reportable?
2. What is the test to determine if enough in­
dustry segments have been separately reported upon and 
what is the guideline on the maximum number of in­
dustry segments to be shown?
Number 5 (Estimated time----- 15 to 20 minutes)
Number 6 (Estimated time----- 15 to 20 minutes)
Part a. Capital stock is an important area of a cor­
poration’s equity section. Generally the term “capital 
stock’’ embraces common and preferred stock issued by 
a corporation.
Required:
1. What are the basic rights inherent in ownership 
of common stock, arid how are they exercised?
2. What is preferred stock? Discuss the various 
preferences afforded preferred stock.
Part b. In dealing with the various equity securities 
of a corporate entity it is important to understand cer­
tain terminology related thereto.
Required: Define the following terms.
1. Treasury stock.
2. Legal capital.
3. Stock right.
4. Stock warrant.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE — PART I
November 7, 1979; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ............................................................................................ 50
No. 2 ............................................................................................ 50
No. 3 ...........................................................................................  40
No. 4 ............................................................................................ 40
No. 5 ............................................................................................ 40
Total....................................................................................  220
INSTRUCTIONS TO CANDIDATES
60
60
50
50
50
270
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but 
you should show the question number and place
them immediately following the question to which 
they relate.
4. Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting pro­
blems. Use a soft pencil, preferably No. 2, to blacken 
the appropriate circle on the separate printed answer 
sheet to indicate your answer. Mark only one answer for 
each item. Answer all items. Your grade will be based 
on your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
Number 1 (Estimated tim e------50 to 60 minutes)
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
97.
Answer Sheet
 
Items to be Answered
Items 1 and 2 are based on the following informa­
tion:
Bond Company purchased a machine on January 
1, 1975, for $3,000,000. At the date of acquisition, the 
machine had an estimated useful life of six years with no 
salvage. The machine is being depreciated on a straight- 
line basis. On January 1, 1978, Bond determined, as a 
result of additional information, that the machine had 
an estimated useful life of eight years from the date of 
acquisition with no salvage. An accounting change was 
made in 1978 to reflect this additional information.
1. Assuming that the direct effects of this change are 
limited to the effect on depreciation and the related tax 
provision, and that the income tax rate was 50% in 
1975, 1976, 1977 and 1978, what should be reported in 
Bond’s income statement for the year ended December 
31, 1978, as the cumulative effect on prior years of 
changing the estimated useful life of the machine?
a. $0
b. $187,500
c. $250,000
d. $375,000
2. What is the amount of depreciation expense on 
this machine that should be charged in Bond’s income 
statement for the year ended December 31, 1978?
a. $100,000
b. $300,000
c. $375,000
d. $500,000
3. On December 1, 1978, Drew Company issued 
shares of its voting common stock in exchange for all of 
the voting common stock of Art Company in a business 
combination appropriately accounted for by the pooling 
of interests method. Net income for each company is as 
follows:
Drew Art
12 months ended 
December 31, 1978 
1 month ended 
December 31, 1978
$2,000,000 $1,200,000 
220,000 115,000
During 1978 Drew paid $900,000 in dividends to its 
stockholders. Art had paid $500,000 in dividends to its 
stockholders in September 1978. Assuming that the net 
income of Drew given above does not include the equity 
in net income of Art, the consolidated net income for 
the year ended December 31, 1978, should be
a. $ 335,000
b. $2,115,000
c. $2,700,000
d. $3,200,000
4. On July 31, 1979, Light Company purchased for 
cash of $8,000,000, all of the outstanding common 
stock of Shirk Company when Shirk’s balance sheet 
showed net assets of $6,400,000. Shirk’s assets and 
liabilities had fair values different from the book values 
as follows:
Property, plant, and 
equipment, net 
Other assets 
Long-term debt
Book Value Fair Value
$10,000,000 $11,500,000
1,000,000 700,000
6,000,000 5,600,000
As a result of the transaction above, what amount, if 
any, will be shown as goodwill in the July 3 1 , 1979, con­
solidated balance sheet of Light Company and its 
wholly-owned subsidiary, Shirk Company?
a. $0
b. $ 100,000
c. $1,200,000
d. $1,600,000
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5.  Faucet Company has 2,500,000 shares of common 
stock outstanding on December 31, 1977. An additional
500,000 shares of common stock were issued on April 1, 
1978, and 250,000 more on July 1 ,  1978. On October I, 
1978, Faucet issued 5,000, $1,000 face value, 7%  con­
vertible bonds. Each bond is convertible into 40 shares 
of common stock. The bonds were not considered com­
mon stock equivalents at the time of their issuance, and 
no bonds were converted into common stock in 1978. 
What is the number of shares to be used in computing 
primary earnings per share and fully diluted earnings 
per share, respectively, for the year ended December 31, 
1978?
a. 2,875,000 and 2,975,000.
b. 2,875,000 and 3,075,000.
c. 3,000,000 and 3,050,000.
d. 3,000,000 and 3,200,000.
6. At December 31, 1977, the Merlin Company had
50,000 shares of common stock issued and outstanding. 
On April 1, 1978, an additional 10,000 shares of com­
mon stock were issued. Merlin’s net income for the year 
ended December 31, 1978, was $172,500. During 1978 
Merlin declared and paid $100,000 cash dividends on its 
nonconvertible preferred stock. The earnings per com­
mon share, rounded to the nearest penny, for the year 
ended December 31, 1978, should be
a. $1.26
b. $1.32
c. $3.00
d. $3.14
8. Information from Life Company’s balance sheet is 
as follows:
Current assets:
Cash $ 4,000,000
Marketable securities 12,500,000
Accounts receivable 96,000,000
Inventories 110,500,000
Prepaid expenses 2,000,000
Total current assets $225,000,000
Current liabilities:
Notes payable $ 3,000,000
Accounts payable 39,000,000
Accrued expenses 25,000,000
Income taxes payable 1,000,000
Payments due within one year 
on long-term debt 7,000,000
Total current liabilities $75,000,000
What is the quick (acid-test) ratio?
a. 1.33 to 1.
b. 1.50 to 1.
c. 1.65 to 1.
d. 3.00 to 1.
7. Selected information from the accounting records 
of the Code Company is as follows:
Cost of goods sold for 1978 $1,200,000
Inventories at December 31 , 1977 350,000
Inventories at December 31 , 1978 310,000
Assuming a business year consisting of 300 days, what 
was the number of days’ sales in average inventories for 
1978?
a. 36.5
b. 77.5
c. 82.5
d. 87.5
9. Fore Company had a $30,000 exchange loss 
resulting from the translation of the accounts of its 
wholly owned foreign subsidiary for the year ended 
December 31, 1978. Fore also had a receivable from a 
foreign customer which was payable in the local cur­
rency of the foreign customer. On December 31, 1977, 
this receivable for 500,000 local currency units (LCU) 
was appropriately included in the accounts receivable 
section of Fore’s balance sheet at $245,000. When the 
receivable was collected on February 5, 1978, the ex­
change rate was 2 LCU to $1. What amount should be 
included as an exchange gain or loss in the 1978 con­
solidated income statement of Fore Company and its 
wholly owned foreign subsidiary as a result of the 
above?
a. $ 5,000 exchange gain.
b. $20,000 exchange loss.
c. $25,000 exchange loss.
d. $30,000 exchange loss.
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10. The Bay Company sold some machinery to the 
Inlet Company on January 1, 1976. The cash selling 
price would have been $379,100. Inlet entered into an 
installment sales contract which required annual 
payments of $100,000, including interest at 10%, over 
five years. The first payment was due on December 31,
1976. What amount of interest income should be includ­
ed in Bay’s 1978 income statement (the third year of the 
contract)?
a. $24,180
b. $24,871
c. $37,910
d. $50,000
13. On January 1, 1978, Grade Company paid 
$300,000 for 20,000 shares of Medium Company’s com­
mon stock which represents a 15% investment in 
Medium. Grade does not have the ability to exercise 
significant influence over Medium. Medium declared 
and paid a dividend of $1 a share to its stockholders 
during 1978. Medium reported net income of $260,000 
for the year ended December 31, 1978. The balance in 
Grade’s balance sheet account “ Investment in Medium 
Company’’ at December 31, 1978, should be
a. $280,000
b. $300,000
c. $319,000
d. $339,000
11. In August 1978 Ella Company spent $150,000 on 
an advertising campaign for subscriptions to the 
magazine it sells on getting ready for the skiing season. 
There are only two issues; one in October and one in 
November. The magazine is only sold on a subscription 
basis and the subscriptions started in October 1978. 
Assuming Ella’s fiscal year ends on March 31, 1979, 
what amount of expense should be included in Ella’s 
quarterly income statement for the three months ended 
December 31, 1978, as a result of this expenditure?
a. $ 37,500
b. $ 50,000
c. $ 75,000
d. $150,000
12. In 1978 West Company accrued, for financial 
statement reporting, estimated losses on disposal of 
unused plant facilities of $800,000. The facilities were 
sold in March 1979. Also, in 1978 West paid $100,000 of 
premiums on officers’ life insurance. Assuming that the 
effective income tax rate was 40%, the amount reported 
in the provision for deferred income taxes in West’s in­
come statement for the year ended December 31, 1978, 
should be a
a. $320,000 credit.
b. $320,000 debit.
c. $360,000 credit.
d. $360,000 debit.
Items 14 and 15 are based on the following infor­
mation:
The Morn Company leased equipment to the 
Lizard Company on May 1, 1978. At that time the col­
lectibility of the minimum lease payments was not 
reasonably predictable. The lease expires on May 1, 
1980. Lizard could have bought the equipment from 
Morn for $900,000 instead of leasing it. Morn’s ac­
counting records showed a book value for the equip­
ment on May 1, 1978, of $800,000. Morn’s depreciation 
on the equipment in 1978 was $200,000. During 1978 
Lizard paid $240,000 in rentals to Morn. Morn incurred 
maintenance and other related costs under the terms of 
the lease of $18,000 in 1978. After the lease with Lizard 
expires, Morn will lease the equipment to the Cold 
Company for another two years.
14. The income before income taxes derived by Morn 
from this lease for the year ended December 31, 1978, 
should be
a. $ 22,000
b. $100,000
c. $122,000
d. $240,000
15. Ignoring income taxes, the amount of expense in­
curred by Lizard from this lease for the year ended 
December 31, 1978, should be
a. $ 22,000
b. $200,000
c. $218,000
d. $240,000
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16. Chip Company operates in four different in­
dustries, each of which is appropriately regarded as a 
reportable segment. Total sales for 1978 for all the 
segments combined were $1,000,000. Sales for Segment 
No. 2 were $400,000 and traceable costs were $150,000. 
Total common costs for all the segments combined were 
$500,000. Chip allocates common costs based on the 
ratio of a segment’s sales to total sales, an appropriate 
method of allocation. The operating profit presented 
for Segment No. 2 for 1978 should be
a. $ 50,000
b. $125,000
c. $200,000
d. $250,000
17. Job Company purchased a machine on January 1,
1977, for $500,000. Job is depreciating the machine on a 
straight-line basis with no salvage and a five-year life. 
At December 31, 1977, the replacement cost (current 
value) of the machine was $410,000. On January 1,
1978, the machine was sold for $412,000. Ignoring in­
come taxes, what amount should be shown as a result of 
the sale of the machine in 1978 in Job’s current value 
statements?
a. $ 2,000 gain.
b. $ 8,000 gain.
c. $10,000 gain.
d. $12,000 gain.
18. The following information on selected cash 
transactions for 1978 has been provided by the Smith 
Company:
Proceeds from short-term borrowings $1,200,000
Proceeds from long-term borrowings 4,000,000
19. An analysis of the machinery accounts of the 
Pending Company for 1978 is as follows:
Accumu­
lated
deprecia­
tionMachinery
Balance at
January 1, 
1978 $1,000,000 $400,000 $600,000
Purchases of
new machinery 
in 1978 for
cash
Depreciation in
500,000 — 500,000
1978 — 250,000 (250,000)
Balance at
December 31, 
1978 $1,500,000 $650,000 $850,000
Assuming funds are defined as working capital, the in­
formation concerning Pending’s machinery accounts 
should be shown in Pending’s statement of changes in 
financial position for the year ended December 31,
1978, as
a.
b.
c.
d.
A subtraction from net income of $250,000 
and a source of funds of $500,000.
An addition to net income of $250,000 and a 
use of funds of $500,000.
A source of funds of $250,000.
A use of funds of $500,000.
20. On August 1, 1979, Winston Company reacquired 
4,000 shares of its $15 par value common stock for $18 
per share. Winston uses the cost method to account for 
treasury stock. What journal entry should Winston 
make to record the acquisition of treasury stock?
Purchases of fixed assets 3,200,000 
Purchases of inventories 8,000,000 D ebit Credit
Proceeds from sale of Smith’s a. Treasury stock $60,000
common stock 2,000,000 Additional paid-in capital 12,000
Cash $72,000
What is the increase in working capital for the year 
ended December 31, 1978, as a result of the above infor­
mation?
b. Treasury stock 60,000
Retained earnings 12,000
Cash 72,000
a. $ 800,000 c. Retained earnings 72,000
b. $2,000,000 Cash 72,000
c. $2,800,000 d. Treasury stock 72,000
d. $4,000,000 Cash 72,000
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Instructions
Select the best answer for each of the following 
items relating to a variety of managerial-accounting and 
quantitative-methods problems. Use a soft pencil, 
preferably No. 2, to blacken the appropriate circle on 
the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on your total correct 
answers.
Items to be Answered
21. Terry Company is preparing its cash budget for 
the month of April. The following information is 
available concerning its inventories:
Number 2 (Estimated time----- 50 to 60 minutes)
Inventories at beginning of April 
Estimated purchases for April 
Estimated cost of goods sold 
for April
Estimated payments in April for 
purchases in March 
Estimated payments in April for 
purchases prior to March 
Estimated payments in April for 
purchases in April
$ 90,000
440,000
450,000
75,000
20,000 
75%
23. The Polar Company is planning to purchase a new 
machine for $30,000. The pay-back period is expected 
to be five years. The new machine is expected to pro­
duce cash flow from operations, net of income taxes, of 
$7,000 a year in each of the next three years and $5,500 
in the fourth year. Depreciation of $5,000 a year will be 
charged to income for each of the five years of the pay­
back period. What is the amount of cash flow from 
operations, net of taxes, that the new machine is ex­
pected to produce in the last (fifth) year of the pay-back 
period?
a. $1,000
b. $3,500
c. $5,000
d. $8,500
24. The Fudge Company is planning to purchase a 
new machine which it will depreciate on a straight-line 
basis over a ten-year period with no salvage value and a 
full year’s depreciation taken in the year of acquisition. 
The new machine is expected to produce cash flow from 
operations, net of income taxes, of $66,000 a year in 
each of the next ten years. The accounting (book value) 
rate of return on the initial investment is expected to be 
12%. How much will the new machine cost?
a. $300,000
b. $550,000
c. $660,000
d. $792,000
What are the estimated cash disbursements for inven­
tories in April?
a. $401,250
b. $405,000
c. $425,000
d. $432,500
22. The Fresh Company is preparing its cash budget 
for the month of May. The following information is 
available concerning its accounts receivable:
Estimated credit sales for May 
Actual credit sales for April 
Estimated collections in May for 
credit sales in May 
Estimated collections in May for 
credit sales in April 
Estimated collections in May for 
credit sales prior to April 
Estimated write-offs in May for 
uncollectible credit sales 
Estimated provision for bad debts 
in May for credit sales in May
$200,000
$150,000
20%
70%
$ 12,000
$ 8,000
$ 7,000
What are the estimated cash receipts from accounts 
receivable collections in May?
a. $142,000
b. $149,000
c. $150,000
d. $157,000
25. Sideways Company manufactures products A, B, 
and C from a joint process. Additional information is as 
follows:
Product
Units pro­
duced 
Joint costs 
Sales value 
at split-off 
Additional 
costs if 
processed 
further 
Sales value 
if pro­
cessed fur­
ther
A B C Total
8,000 4,000 2,000 14,000
$ 72,000 ? 7 $120,000
7 7 $30,000 $200,000
$ 14,000 $10,000 $ 6,000 $ 30,000
$140,000 $60,000 $40,000 $240,000
Assuming that joint costs are allocated using the 
relative-sales-value at split-off approach, what was the 
sales value at split-off for product A?
a. $116,667
b. $119,000
c. $120,000
d. $126,000
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26. The Rote Company manufactures products C and 
R  from a joint process. The total joint costs are $60,000. 
The sales value at split-off was $75,000 for 8,000 units 
of Product C and $25,000 for 2,000 units of Product R. 
Assuming that total joint costs are allocated using the 
relative-sales-value at split-off approach, what were the 
joint costs allocated to Product C?
a. $15,000
b. $30,000
c. $45,000
d. $48,000
27. The Ship Company is planning to produce two 
products, A lt and Tude. Ship is planning to sell 100,000 
units o f A lt at $4 a unit and 200,000 units of Tude at $3 
a unit. Variable costs are 70% of sales for A lt and 80% 
of sales for Tude. In order to realize a total profit of 
$160,000, what must the total fixed costs be?
a. $ 80,000
b. $ 90,000
c. $240,000
d. $600,000
28. The Meredith Company is planning to sell product 
Z  for $5 a unit. Variable costs are $3 a unit and fixed 
costs are $100,000. What must total sales be to break 
even?
a. $160,000
b. $166,667
c. $250,000
d. $266,667
29. Cause Company is planning to invest in a machine 
with a useful life o f five years and no salvage value. The 
machine is expected to produce cash flow from opera­
tions, net of income taxes, of $20,000 in each o f the five 
years. Cause’s expected rate of return is 10%. Informa­
tion on present value and future amount factors is as 
follows:
Period
Present value 
of $1 at
10% .909 .826 .751 .683 .621
Present value 
of annuity 
of $1 at 
10% .909 1.736 2.487 3.170 3.791
Future 
amount of 
$1 at 10% 1.100 1.210 1.331 1.464 1.611
Future 
amount of 
annuity of 
$1 at 10% 1.000 2.100 3.310 4.641 6.105
How much will the machine cost?
a. $ 32,220
b. $ 62,100
c. $ 75,820
d. $122,100
30. Heap Company invested in a two-year project. 
Heap’s expected rate of return is 10%. The present 
value of $1 for one period at 10% is .909 and for two 
periods at 10% is .826. The machine is expected to pro­
duce cash flow from operations, net of income taxes, of 
$40,000 in the first year and $50,000 in the second year. 
How much will the project cost?
a. $74,340
b. $77,660
c. $81,810
d. $90,000
31. Politan Company manufactures bookcases. Set up 
costs are $2.00. Politan manufactures 4,000 bookcases 
evenly throughout the year. Using the economic-order- 
quantity approach, the optimal production run would 
be 200 when the cost of carrying one bookcase in inven­
tory for one year is
a. $0.05
b. $0.10
c. $0.20
d. $0.40
32. Milford Company manufactures two models, 
medium and large. The contribution margin expected is 
$12 for the medium model and $20 for the large model. 
The medium model is processed two hours in the 
machining department and four hours in the polishing 
department. The large model is processed three hours in 
the machining department and six hours in the polishing 
department. How would the formula for determining 
the maximization of total contribution margin be ex­
pressed?
a. 5X + 10Y
b. 6X + 9Y
c. 12X + 20Y
d. 12X(2 + 4) + 20Y(3+  6)
33. Maurice Company adds materials at the beginning 
of the process in the Forming Department, which is the 
first o f two stages of its production cycle. Information 
concerning the materials used in the Forming Depart­
ment in April 1979 is as follows:
Units
Materials
Costs
12,000 $ 6,000
100,000 $51,120
88,000
Work in process at 
April 1, 1979 
Units started during April 
Units completed and trans­
ferred to next depart­
ment during April
Using the weighted-average method, what was the 
materials cost o f the work in process at April 30, 1979?
a. $ 6,120
b. $11,040
c. $12,000
d. $12,240
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34. The Ace Company had computed the physical 
flow (of physical units) for Department A, for the 
month of April 1979 as follows:
Units completed:
From work in process on 
April 1, 1979 
From April production
10,000
30,000
40,000
Materials are added at the beginning of the process. 
Units o f work in process at April 30, 1979, were 8,000. 
The work in process at April 1 ,  1979, was 80% complete 
as to conversion costs and the work in process at April 
30, 1979, was 60% complete as to conversion costs. 
What are the equivalent units o f production for the 
month of April 1979 using the F IFO  method?
The Tray Company has offered to sell 20,000 units 
of Part No. 498 to Reno for $60 per unit. Reno will 
make the decision to buy the part from Tray i f  there is a 
savings of $25,000 for Reno. I f  Reno accepts Tray’s 
offer, $9 per unit of the fixed overhead applied would 
be totally eliminated. Furthermore, Reno has deter­
mined that the released facilities could be used to save 
relevant costs in the manufacture of Part No. 575. In 
order to have a savings of $25,000, the amount of rele­
vant costs that would be saved by using the released 
facilities in the manufacture of Part No. 575 would have 
to be
a. $ 80,000
b. $ 85,000
c. $125,000
d. $140,000
37. Information on Westcott Company’s direct-labor 
costs is as follows:
Materials
Conversion
Costs Standard direct-labor rate $3.75
a. 38,000 36,800 Actual direct-labor rate $3.50
b. 38,000 38,000 Standard direct-labor hours 10,000
c. 48,000 44,800 Direct-labor usage (efficiency)
d. 48,000 48,000 variance - unfavorable $4,200
35. Woody Company, which manufactures sneakers, 
has enough idle capacity available to accept a special 
order of 20,000 pairs of sneakers at $6.00 a pair. The 
normal selling price is $10.00 a pair. Variable manufac­
turing costs are $4.50 a pair, and fixed manufacturing 
costs are $1.50 a pair. Woody will not incur any selling 
expenses as a result of the special order. What would the 
effect on operating income be i f  the special order could 
be accepted without affecting normal sales?
a. $0.
b. $ 30,000 increase.
c. $ 90,000 increase.
d. $120,000 increase.
36. The Reno Company manufactures Part No. 498 
for use in its production cycle. The cost per unit for 
20,000 units o f Part No. 498 are as follows:
Direct materials 
Direct labor 
Variable overhead 
Fixed overhead applied
$ 6 
30 
12 
16 
$64
What were the actual hours worked, rounded to the
nearest hour?
a. 10,714
b. 11,120
c. 11,200
d. 11,914
38. Information on Kennedy Company’s direct-
material costs is as follows:
Standard unit price $3.60
Actual quantity purchased 1,600
Standard quantity allowed
for actual production 1,450
Materials purchase price
variance-favorable $240
What was the actual purchase price per unit, rounded to 
the nearest penny?
a. $3.06
b. $3.11
c. $3.45
d. $3.75
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39. Information on Fire Company’s overhead costs is 
as follows:
Actual variable overhead $73,000
Actual fixed overhead $17,000
Standard hours allowed for 
actual production 32,000
Standard variable overhead rate 
per direct-labor hour $2.50
Standard fixed overhead rate 
per direct-labor hour $0.50
What is the total overhead variance?
a. $1,000 unfavorable.
b. $6,000 favorable.
c. $6,000 unfavorable.
d. $7,000 favorable.
40. The Ernie Company has provided information 
concerning its 1979 projections as follows:
Net sales $10,000,000
Fixed manufacturing costs 1,000,000
Ernie projects variable manufacturing costs of 60% of 
net sales. Assuming no change in inventory, what will 
the projected cost of goods sold be?
a. $5,000,000
b. $6,000,000
c. $7,000,000
d. $8,000,000
Number 3 (Estimated time----- 40 to 50 minutes)
The Point Corporation has engaged you to com­
pute its federal taxable income for the year ended 
December 31, 1978. The income before income taxes 
furnished from Point’s accounting records was 
$600,000. Additional information, none of which is in­
cluded in the $600,000 of income before income taxes, is 
as follows: •
• On January 20, 1978, Point sold for $30,000, 
common stock of Cullen Company that was purchased 
for $32,000 on April 1, 1976.
• On February 21, 1978, Point sold for $40,000 
common stock of Mary Company that was purchased 
for $36,000 on December 3, 1976.
• On March 16, 1978, Point sold for $53,000 
preferred stock of Mealy Company that was purchased 
for $52,000 on December 14, 1977.
• On May 29, 1978, Point sold for $60,500, com­
mon stock of Bin Company that was purchased for 
$61,000 on April 17, 1978.
• On June 3, 1978, Point purchased for $70,000, 
common stock of Dorn Company. On December 31, 
1978, Point still owned this common stock but the 
market value of the stock had increased to $73,000.
• During 1978 Point received dividends from 
domestic corporations of $15,000 and dividends from 
current earnings of a wholly owned domestic subsidiary, 
with which Point does not file a consolidated return, of 
$14,000.
• During 1978 Point received interest income 
from corporate bonds of $7,000 and from municipal 
obligations of $6,500.
• Point rents a small portion of the space in its 
plant. During 1978 Point received $18,000 in rental 
income from this space. Depreciation and other 
occupancy costs of this space are included in the income 
before income taxes of $600,000 above.
• During 1978 Point received $23,000 in royalties 
from a patent on an invention.
• On December 2 0 , 1978, Point paid a 10% bonus 
to all of its officers because Point had record sales and 
earnings in 1978. The bonus amounted to a total of 
$20,000.
• On December 31, 1978, Point contributed 
$90,000 to a qualified profit-sharing trust. The con­
tribution represented 5% of each employee’s salary.
• In 1978 Point had a fire in a shed outside its 
plant. At the time of the fire, the shed had an adjusted 
basis of $16,000. The value of the shed before the fire 
was $18,000; but the shed was only worth $11,000 after 
the fire. Point’s insurance policy covered $6,000 of the 
fire loss.
• During 1978 Point paid finance charges of $650 
on gasoline credit cards used by Point’s employees for 
business purposes.
• During 1978 Point made contributions to 
various recognized charitable organizations of $11,000 
and to the local tax-exempt private college of $2,200.
Required:
Prepare a schedule, beginning with income before 
income taxes of $600,000, computing the federal taxable 
income of Point for the 1978 calendar year. Any possi­
ble alternative treatments should be resolved in a man­
ner that will minimize taxable income. Show supporting 
computations in good form.
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Number 4 consists of three unrelated parts.
Part a. The F rate Company was formed on 
December 1, 1978. The following information is 
available from F rate’s inventory records for Product 
Ply:
Number 4 (Estimated tim e----- 40 to 50 minutes)
Units Unit Cost
January 1, 1979
(beginning inventory) 800 $ 9.00
Purchases:
January 5, 1979 1,500 $10.00
January 25, 1979 1,200 $10.50
F ebruary 16, 1979 600 $11.00
March 26, 1979 900 $11.50
A physical inventory on March 31, 1979, shows 1,600 
units on hand.
Required:
Prepare schedules to compute the ending inventory 
at March 31, 1979, under each o f the following inven­
tory methods:
1. F IF O.
2. L I F O.
3. Weighted average.
Show supporting computations in good form.
Part b. The Red Department Store uses the retail 
inventory method. Information relating to the computa­
tion of the inventory at December 31, 1978, is as 
follows:
Part c. On November 21, 1978, a fire at Hodge 
Company’s warehouse caused severe damage to its en­
tire inventory of Product Tex. Hodge estimates that all 
usable damaged goods can be sold for $10,000. The 
following information was available from Hodge’s ac­
counting records for Product Tex:
Inventory at November 1 ,  1978 
Purchases from November 1, 1978, 
to date of fire
Net sales from November 1, 1978, 
to date of fire
$100,000
140,000
220,000
Based on recent history, Hodge had a gross margin 
(profit) on Product Tex of 30% of net sales.
Required:
Prepare a schedule to calculate the estimated loss 
on the inventory in the fire, using the gross margin 
(profit) method. Show supporting computations in 
good form.
Inventory at January 1, 
1978 
Sales
Purchases 
F reight in 
Markups
Markup cancellations 
Markdowns
Markdown cancellations 
Estimated normal shrink­
age is 2% of sales.
Cost 
$ 32,000
270,000
7,m
Retail
$ 80,000 
600,000 
590,000
60,000
10,000
25,000
5,000
Required:
Prepare a schedule to calculate the estimated 
ending inventory at the lower of average cost or market 
at December 31, 1978, using the retail inventory 
method. Show supporting computations in good form.
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Number 5 consists of three unrelated parts.
Part a. On January 1, 1979, the Hopewell 
Company sold its bonds that had a face value of 
$1,000,000. Interest is payable at December 31, each 
year. The bonds mature on January 1, 1989. The bonds 
were sold to yield a rate of 10%. The present value of an 
ordinary annuity of $1 for 10 periods at 10% is 6.1446. 
The present value of $1 for 10 periods at 10% is 0.3855.
Required:
Prepare a schedule to compute the total amount 
received from the sale o f the bonds. Show supporting 
computations in good form.
Part b. On September 1, 1978, the Junction 
Company sold at 104, (plus accrued interest) four thou­
sand o f its 9%, ten-year, $1,000 face value, nonconver­
tible bonds with detachable stock warrants. Each bond 
carried two detachable warrants; each warrant was for 
one share of common stock, at a specified option price 
of $15 per share. Shortly after issuance, the warrants 
were quoted on the market for $3 each. No market value 
can be determined for the bonds above. Interest is 
payable on December 1, and June 1. Bond issue costs of 
$40,000 were incurred.
Required:
Prepare in general journal format the entry to 
record the issuance of the bonds. Show supporting com­
putations in good form.
Part c. On December 1, 1976, The Cone 
Company issued its 7%, $2,000,000 face value bonds 
for $2,200,000, plus accrued interest. Interest is payable 
on November 1 and May 1. On December 31, 1978, the 
book value of the bonds, inclusive of the unamortized 
premium, was $2,100,000. On July 1, 1979, Cone reac­
quired the bonds at 98, plus accrued interest. Cone ap­
propriately uses the straight-line method for the amor­
tization of bond premium because the results do not 
materially differ from using the interest method.
Required:
Prepare a schedule to compute the gain or loss on 
this early extinguishment o f debt. Show supporting 
computations in good form.
Number 5 (Estimated tim e----- 40 to 50 minutes)
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING PRACTICE — PART II
November 8, 1979; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ...........................................................................................  50
No. 2 ...........................................................................................  50
No. 3 ...........................................................................................  40
No. 4 ...........................................................................................  40
No. 5 ...........................................................................................  40
Total...................................................................................  220
60
60
50
50
50
270
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
3.
1 . You must arrange the papers in numerical order of
the questions. If more than one page is required 
for an answer, write “ Continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but
you should show the question number and place 
them immediately following the question to which 
they relate.
4. Fourteen-column sheets, if any, should not be 
folded until all sheets, both wide and narrow, are 
placed in the proper sequence and fastened 
together at the top left corner. All fourteen- 
column sheets should then be wrapped around the 
back of the papers.
5. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of financial-accounting 
problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. How much were net sales 
last year for Baker Company?
a. $4,800,000
b. $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet 
97.  
Items to be Answered
Number 1 (Estimated tim e----- 50 to 60 minutes)
1. On January 1 ,  1977, the Dan Company purchased 
a new machine for $4,000,000. The new machine has an 
estimated useful life o f eight years and the salvage value 
was estimated to be $400,000. Depreciation was com­
puted on the sum-of-the-years-digits method. What 
amount should be shown in Dan’s balance sheet at 
December 31, 1978, net of accumulated depreciation, 
for this machine?
2. The Supple Food Company distributes to con­
sumers coupons which may be presented (on or before a 
stated expiration date) to grocers for discounts on cer­
tain products of Supple. The grocers are reimbursed 
when they send the coupons to Supple. In Supple’s ex­
perience, 40% of such coupons are redeemed, and 
generally one month elapses between the date a grocer 
receives a coupon from a consumer and the date Supple 
receives it. During 1978 Supple issued two separate 
series of coupons as follows:
Issued On Total Value
1/1/78
7/1/78
$100,000
120,000
Consumer
Expiration
Date
6/30/78
12/31/78
Amount 
Disbursed as 
o f 12/31/78
$34,000
40,000
The December 31, 1978, balance sheet should include a 
liability for unredeemed coupons of
a. $0
b. $ 8,000
c. $14,000
d. $32,000
3. On November 30, 1978, Eagle, Incorporated, pur­
chased for cash at $25 per share all 300,000 shares o f the 
outstanding common stock o f Perch Company. Perch’s 
balance sheet at November 30, 1978, showed a book 
value o f $6,000,000. Additionally, the fair value of 
Perch’s property, plant, and equipment on November 
3 0 , 1978, was $800,000 in excess of its book value. What 
amount, i f  any, will be shown in the balance sheet cap­
tion “ Goodwill”  in the November 30, 1978, con­
solidated balance sheet of Eagle, Incorporated, and its 
wholly-owned subsidiary, Perch Company?
a. $0
b. $ 700,000
c. $ 800,000
d. $1,500,000
4. On January 1 ,  1970, Burry Corporation purchased 
for $76,000, equipment having a useful life of ten years 
and an estimated salvage value of $4,000. Burry has 
recorded monthly depreciation o f the equipment on the 
straight-line method. On December 3 1 , 1978, the equip­
ment was sold for $15,000. As a result o f this sale, Burry 
should recognize a gain of
a. $2,100,000 a. $0
b. $2,500,000 b. $ 3,800
c. $3,150,000 c. $ 7,400
d. $3,300,000 d. $11,400
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5. Elton and Don are partners who share profits and 
losses in the ratio of 7:3, respectively. On November 5, 
1978, their respective capital accounts were as follows: 
Elton $ 70,000 
Don 60,000
$130,000
On that date they agreed to admit Kravitz as a partner 
with a one-third interest in the capital and profits and 
losses upon his investment of $50,000. The new partner­
ship will begin with a total capital of $180,000. Im­
mediately after Kravitz’s admission what are the capital 
balances of Elton, Don, and Kravitz, respectively?
a. $60,000; $60,000; $60,000.
b. $63,000; $57,000; $60,000.
c. $63,333; $56,667; $60,000.
d. $70,000; $60,000; $50,000.
7. The following condensed balance sheet is 
presented for the partnership of Fisher, Taylor and 
Simon who share profits and losses in the ratio of 6:2:2, 
respectively:
Cash
Other assets
Liabilities 
Fisher, capital 
Taylor, capital 
Simon, capital
$ 40,000
140,000
$180,000
$ 70,000
50,000
50,000
10,000
$180,000
The assets and liabilities are fairly valued on the above 
balance sheet, and it was agreed to by all the partners 
that the partnership would be liquidated after selling the 
other assets. What would each of the partners receive at 
this time i f  the other assets are sold for $80,000?
6. On June 30, 1978, the balance sheet for the part­
nership of Williams, Brown and Lowe together with 
their respective profit and loss ratios was as follows:
Fisher Taylor Simon
a. $12,500 $37,500 $0
b. $13,000 $37,000 $0
c. $14,000 $38,000 $ 2,000
d. $50,000 $50,000 $10,000
Assets, at cost $300,000
Williams, loan $ 15,000
Williams, capital (20%) 70,000
Brown, capital (20%) 65,000
Lowe, capital (60%) 150,000
Total $300,000
Williams has decided to retire from the partnership and 
by mutual agreement the assets are to be adjusted to 
their fair value of $360,000 at June 30, 1978. It was 
agreed that the partnership would pay Williams 
$102,000 cash for his partnership interest exclusive of 
his loan which is to be repaid in full. No goodwill is to 
be recorded in this transaction. After Williams’ retire­
ment what are the capital account balances of Brown 
and Lowe, respectively?
a. $65,000 and $150,000.
b. $72,000 and $171,000.
c. $73,000 and $174,000.
d. $77,000 and $186,000.
8. Jenny Corporation was organized on January 1, 
1978, with an authorization of 500,000 shares of com­
mon stock with a par value of $5 per share.
During 1978 the corporation had the following 
capital transactions:
January 5 — issued 100,000 shares @  $5 per share 
April 6 — issued 50,000 shares @  $7 per share 
June 8 — issued 15,000 shares @  $10 per share 
July 28 — purchased 25,000 shares @  $4 per share 
December 31 — sold the 25,000 shares held in 
treasury @  $8 per share
Jenny used the par value method to record the pur­
chase and reissuance o f the treasury shares.
What is the amount o f paid-in capital in excess of 
par value as of December 31, 1978?
a. $175,000
b. $200,000
c. $250,000
d. $275,000
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9. The Good Trader Company values its inventory by 
using the retail method (FIFO  basis, lower of cost or 
market). The following information is available for the 
year 1978.
Beginning inventory
Purchases
Freight-in
Shortages
Markups (net)
Markdowns (net)
Sales
Cost 
$ 80,000 
297,000 
4,000
Retail
$140,000
420,000
8,000
10,000
2,000
400,000
At what amount would The Good Trader Company 
report its ending inventory?
a. $112,000
b. $113,400
c. $117,600
d. $119,000
10. On December 1, 1978, Dartmouth Corporation ex­
changed 1,000 shares of its $25 par value common stock 
held in treasury for a parcel of land to be held for a 
future plant site. The treasury shares were acquired by 
Dartmouth at a cost of $40, and on the exchange date 
the common shares of Dartmouth had a fair market 
value of $55 per share. Dartmouth received $5,000 for 
selling scrap when an existing building on the property 
was removed from the site. Based upon these facts, the 
land should be capitalized at
a. $35,000
b. $40,000
c. $50,000
d. $55,000
11. Delta, Inc., is a retail store operating in a state 
with a 5% retail sales tax. The state law provides that 
the retail sales tax collected during the month must be 
remitted to the state during the following month. I f  the 
amount collected is remitted to the state on or before the 
twentieth of the following month, the retailer may keep 
2% of the sales tax collected. On April 10, 1979, Delta 
remitted $16,905 sales tax to the state tax division for 
March 1979 retail sales. What was Delta’s March 1979 
retail sales subject to sales tax?
a. $331,340
b. $331,480
c. $338,100
d. $345,000
12. The Swenson Company reported the following 
results for the two years ended December 31, 1978, and 
1977, respectively:
December 31
Income (per books before 
income taxes)
Taxable income
1978
$ 1,200,000
1,600,000
1977
$800,000
120,000
The disparity between book income and taxable income 
is attributable to timing differences. What should 
Swenson record as income tax expense for the year 
ended December 31, 1978, assuming an income tax rate 
of 40% ?
a. $640,000
b. $480,000
c. $368,000
d. $208,000
13. On the December 31, 1978, balance sheet of the 
Stat Company, the current assets were comprised of the 
following items:
Cash $ 70,000
Accounts receivable 120,000
Inventories 60,000
$250,000
An examination of the accounts revealed that the ac­
counts receivable were composed of the following items:
Accounts receivable
Trade accounts $ 93,000
Allowance for uncollectible 
accounts (2,000)
Claim against shipper for goods lost 
in transit (November 1978) 3,000
Selling price of unsold goods sent by Stat 
on consignment at 130% of cost (and not 
included in Stat’s ending inventory) 26,000
$120,000
What is the correct amount of current assets as of 
December 31, 1978?
a. $221,000
b. $224,000
c. $244,000
d. $250,000
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14. The December 31, 1978, general ledger of The 
North Company contained an account “6% Bonds 
Payable.” This account had a balance of $95,000 as of 
that date. Further examination revealed that the bonds 
had a face value of $100,000, with a yield of 8% and 
were issued at a discount. The amortization of the bond 
discount was recorded under the effective interest 
method. Interest was paid on January 1 and July 1 of 
each year. On July 1, 1979, several years before their 
maturity, North retired the bonds at 102, excluding ac­
crued interest. What is the extraordinary loss that North 
should record on the early retirement of the bonds on 
July 1, 1979?
a. $4,200
b. $6,200
c. $7,000
d. $7,800
15. The Park Corporation purchased factory equip­
ment that was installed and put into service January 2, 
1977, at a total cost of $32,000. Salvage value was 
estimated at $2,000. The equipment is being depreciated 
over eight years using the double-declining-balance 
method. For the year 1978, Park should record 
depreciation expense on this equipment of
a. $5,625
b. $6,000
c. $7,500
d. $8,000
16. In January 1978, the Under Mine Corporation 
purchased a mineral mine for $3,400,000 with 
removable ore estimated by geological surveys at 
4,000,000 tons. The property has an estimated value of 
$200,000 after the ore has been extracted. The company 
incurred $800,000 of development costs preparing the 
mine for production. During 1978 400,000 tons were 
removed and 375,000 tons were sold. What is the 
amount of depletion that Under Mine should record for 
1978?
a. $375,000
b. $393,750
c. $400,000
d. $420,000
17. During 1978 the Henderson Company purchased 
the net assets of John Corporation for $800,000. On the 
date of the transaction, John had no long-term in­
vestments in marketable securities and had $100,000 of 
liabilities. The fair value of John’s assets when acquired 
were as follows:
Current assets $ 400,000
Noncurrent assets 600,000
$1,000,000
How should the $100,000 difference between the fair 
value of the net assets acquired ($900,000) and the cost 
($800,000) be accounted for by Henderson?
a. The $100,000 difference should be credited to 
retained earnings.
The noncurrent assets should be recorded at 
$500,000.
The current assets should be recorded at 
$360,000, and the noncurrent assets should be 
recorded at $540,000.
A deferred credit of $100,000 should be set up 
and then amortized to income over a period 
not to exceed forty years.
b.
c.
d.
18. Alan Company purchased the net assets of Barry 
Company in a business combination accounted for as a 
purchase. As a result, goodwill was recorded. For tax 
purposes this combination was considered to be a tax- 
free merger.
One of Barry’s assets that Alan purchased was a 
building with an appraised value of $150,000 at the date 
of the business combination. This asset had a cost of 
$90,000 which was net of accumulated depreciation and 
which was based on accelerated depreciation for ac­
counting purposes. The building had an adjusted tax 
basis to Barry (and to Alan as a result of the merger) of 
$100,000. Assuming a 48% income tax rate, at what 
amount should Alan record this building on its books 
after the purchase?
a. $100,000
b. $121,200
c. $126,000
d. $150,000
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Items 19 and 20 are based on the following infor­
mation:
19. On January 1, 1978, Avow, Inc., purchased 30% 
of the outstanding common stock of Depot Corporation 
for $129,000 cash. Avow is accounting for this invest­
ment on the equity method. On the date of acquisition, 
the fair value of Depot’s net assets was $310,000. Avow 
has determined that the excess of the cost of the invest­
ment over its share of Depot’s net assets has an indeter­
minate life. Depot’s net income for the year ended 
December 31, 1978, was $90,000. During 1978 Depot 
declared and paid cash dividends of $10,000. There were 
no other transactions between the two companies. On 
January 1, 1978, the investment in Depot should have 
been recorded as
a. $ 93,000
b. $120,000
c. $129,000
d. $165,000
20. Ignoring income taxes, Avow’s statement of in­
come for the year ended December 31, 1978, should in­
clude “equity in net income of Depot Corporation’’ in 
the amount of
a. $17,000
b. $26,100
c. $27,000
d. $27,900
Number 2 (Estimated tim e-----50 to 60 minutes)
Instructions
 
Select the best answer for each of the following 
items relating to the federal income taxation of in­
dividuals. Use a soft pencil, preferably No. 2, to 
blacken the appropriate circle on the separate printed 
answer sheet to indicate your answer. The answers 
should be selected in accordance with the current Inter­
nal Revenue Code and Tax Regulations. Mark only one 
answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
Items to be Answered
21. During 1978 James Lee paid the following interest 
charges:
Interest on home mortgage $2,400
Installment charge accounts 150
Interest on personal loan (proceeds 
used to purchase tax-exempt bonds) 400
In addition, $9,000 was borrowed from a bank on 
October 1, 1978, for financing a new business venture. 
Interest of $900 was deducted by the bank in advance 
and the loan is being repaid in twelve equal monthly in­
stallments. Beginning on November 1, 1978, Lee made 
timely payments on this loan. In itemizing his deduc­
tions for 1978, Lee can claim an interest expense deduc­
tion of
a. $2,550
b. $2,700
c. $2,900
d. $2,950
22. Mr. and Mrs. Vonce, both age 62, filed a joint 
return for 1978. They provided all the support for their 
daughter who is 19, legally blind, and who has no in­
come. Their son, age 21 and a full-time student at a 
university, had $4,200 of income and provided 70% of 
his own support during 1978. How many exemptions 
should Mr. and Mrs. Vonce have claimed on their 1978 
joint income tax return?
a. 2
b. 3
c. 4
d. 5
23. Ben Reed purchased a personal residence for 
$31,000 in 1971. It had a fair market value of $56,000 
on June 2,1978, when it was damaged by a fire. The fair 
market value of the house after the fire was $45,000 and 
insurance proceeds totalled $7,000. The net amount of 
the casualty loss that he can claim is
a. $ 3,900
b. $ 4,000
c. $ 6,900
d. $18,000
24. Bud Ace, a self-employed carpenter, reports his in­
come on the cash basis. During 1978 he completed a job 
for a customer and sent him a bill for $3,000. The 
customer was not satisfied with the work and indicated 
that he would only pay $1,500. Ace agreed to reduce the 
bill to $2,000 but before payment was made the 
customer died. Ace could not collect from the 
customer’s estate and should treat this loss as
a. An ordinary business deduction of $3,000.
b. An ordinary business deduction of $2,000.
c. A short-term capital loss of $1,500.
d. A nondeductible loss as no income was 
reported.
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25. Victor and Claire Anet, residents of a separate 
property state, were divorced in February 1978. Specific 
requirements of the divorce decree and Mr. Anet’s per­
formance of those requirements follow:
• Transfer title in their personal residence to 
Claire as part of a lump-sum property settle­
ment. On the day of the transfer, Victor’s 
basis in the house was $38,000, the fair market 
value was $42,000, and the property was sub­
ject to a mortgage of $20,000.
• Make the mortgage payments on the twenty- 
year mortgage. He paid $2,500 from March 1, 
1978, through December 31, 1978.
• Repay to Claire a $3,000 loan which he did on 
April 1, 1978.
• Pay Claire $700 per month of which $200 is 
designated as child support. He made ten such 
payments in 1978.
Assuming that Claire has no other income, her 1978 
gross income should be
a. $ 7,500
b. $ 9,500
c. $12,500
d. $16,000
26. Mrs. Grant, a widow, elected to receive the pro­
ceeds of a $50,000 face value insurance policy on the life 
of her deceased husband in ten annual installments of 
$6,800 each beginning in 1978. Of the $6,800 received in 
1978, the amount subject to income tax is
a. $ 800
b. $1,800
c. $5,000
d. $6,800
29. John Abel, whose wife died in December 1977, 
filed a joint tax return for 1977. He did not remarry but 
continued to maintain his home in which his two depen­
dent children lived. In the preparation of his tax return 
for 1978, Abel should file as a
a. Single individual.
b. Surviving spouse.
c. Head of household.
d. Married individual filing separately.
30. Sergio Morris, age 35, single with no dependents, 
is a self-employed individual. For the year 1978, his 
business sustained a net loss from operations of 
$18,000. There was no net operating loss in any prior 
year. The following additional information was ob­
tained from his personal records for 1978:
Interest income
Dividend income (after exclusion) 
Itemized deductions, including a 
net casualty loss of $700 
Personal exemption
$2,000
500
4,000
750
Based upon the above information, what is his net 
operating loss for 1978?
a. $18,000
b. $18,700
c. $20,500
d. $22,000
27. Joseph Kurtz exchanged land that he held for four 
years as an investment, with a tax basis of $36,000, for 
similar land valued at $40,000 which was owned by 
Adrian Flemming. In connection with this transaction, 
Kurtz assumed Flemming’s $10,000 mortgage and Flem­
ming assumed Kurtz’s $12,000 mortgage. As a result of 
this transaction Kurtz should report a long-term capital 
gain of
a. $0
b. $2,000
c. $4,000
d. $6,000
28. Gilbert Quinn loaned a friend $2,000 in 1976 and it 
had not been repaid in 1978 when the friend died insol­
vent. For 1978 Quinn should account for the nonpay­
ment of the loan as a (an)
a. Ordinary loss.
b. Long-term capital loss.
c. Short-term capital loss.
d. Deduction from adjusted gross income.
31. In July 1963 Dan Farley leased a building to 
Robert Shelter for a period of fifteen years at a monthly 
rental of $1,000 with no option to renew. At that time 
the building had a remaining estimated useful life of 
twenty years.
Prior to taking possession of the building. Shelter 
made improvements at a cost of $18,000. These im­
provements had an estimated useful life of twenty years 
at the commencement of the lease period. The lease ex­
pired on June 30, 1978, at which point the im­
provements had a fair market value of $2,000. The 
amount that Farley, the landlord, should include in his 
gross income for 1978 is
a. $ 6,000
b. $ 8,000
c. $10,500
d. $18,500
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32. For the year 1978 Roberta Collins, who is di­
vorced, reported the following items of income:
Interest income 
Wages
Earnings from self-employment
$ 100
4,000
3,000
She maintains a household for herself and her 5-year- 
old son who qualifies as her dependent. What is the 
maximum earned income credit available to her for 
1978?
a. $90
b. $310
c. $400
d. $710
35. During 1978 Seth Parker, a self-employed in­
dividual, paid the following taxes:
Federal income tax $5,000
State income tax 2,000
Real estate taxes on land in South America 
(held as an investment) 900
State sales taxes 500
Federal self-employment tax 800
State unincorporated business tax 200
What amount can Parker claim for 1978 as an itemized 
deduction for taxes paid?
a. $7,500
b. $4,400
c. $3,600
d. $3,400
33. For the year 1978 George and Mary Kay, residents 
of a separate property state, reported the following 
dividends received on their respective investments: 
George
Able Corporation (a domestic publicly 
listed corporation) $ 70
Garvey Corporation (a Subchapter S 
corporation paid out of current 
earnings and profits) 200
Mary
Regan Corp. (a foreign corporation) 100
If the Kays file a joint tax return for 1978 what amount 
should they report as dividend income after the 
allowable exclusion?
a. $170
b. $200
c. $300
d. $370
36. Hyman and Carmela Foley elected to file a joint 
tax return for 1978. Their adjusted gross income was 
$20,000. During the year they incurred the following 
medical and related expenses:
Medical care insurance premiums 
($300 each)
Medicines prescribed by doctors 
Doctors
Transportation to and from doctors’ 
offices
$ 600
400
1,200
100
In addition they received $500 as reimbursement from 
their insurance company for doctor bills paid during the 
year.
In itemizing their deductions for 1978, what amount can 
they report as a medical expense deduction?
a. $ 900
b. $1,000
c. $1,200
d. $1,500
34. Under the provisions of ERISA, deductible con­
tributions to a qualified retirement plan on behalf of a 
self-employed individual whose earned income is 
$20,000, are limited to
37. During 1978 Vincent Tally gave to the municipal 
art museum title to his private collection of rare books 
that was assessed and valued at $60,000. However, he 
reserved the right to the collection’s use and possession 
during his lifetime. For 1978 he reported an adjusted 
gross income of $100,000. Assuming that this was his 
only contribution during the year, and that there were 
no carryovers from prior years, what amount can he 
deduct as contributions for 1978?
a. $1,500 a. $0
b. $2,000 b. $30,000
c. $3,000 c. $50,000
d. $7,500 d. $60,000
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38. Sam Peterson is a plumber employed by a major 
contracting firm. During 1978 he paid the following 
miscellaneous personal expenses:
Specialized work clothes 
(required by employer)
Union dues 
Preparation of will 
Cost of income tax preparation 
Safe deposit box rental (used 
only for personal effects)
$410
600
150
100
20
If Peterson were to itemize his personal deductions, 
what amount could he claim as miscellaneous deductible 
expenses?
a. $ 680
b. $ 770
c. $1,110
d. $1,130
39. On January 1, 1978, Sandy Beech, single and a 
sole proprietor, purchased a new machine for $40,000 to 
be used in her business. The machine was estimated to 
have a useful life of 10 years with a salvage value of 
$3,000. Beech, who uses the straight-line method of 
depreciation, elected to record additional first-year 
depreciation in 1978. What is the total maximum 
depreciation expense that she can deduct for this 
machine in 1978?
a. $ 5,800
b. $ 7,400
c. $ 8,000
d. $10,360
40. On September 18, 1978, Dennis Hanes was killed 
in an automobile accident. In October 1978 his widow 
received a lump sum death benefit from his employer in 
the amount of $15,000. For 1978 what amount should 
his widow include in adjusted gross income assuming a 
joint tax return were filed?
a. $0
b. $10,000
c. $14,000
d. $15,000
Number 3 (Estimated time 40 to 50 minutes)
Selected accounts included in the property, plant 
and equipment section of the Kingston Corporation’s 
balance sheet at December 31, 1977, had the following 
balances:
Land
Land improvements 
Buildings
Machinery and equipment
$175,000
90,000
900,000
850,000
During 1978 the following transactions occurred:
• A tract of land was acquired for $125,000 as a 
potential future building site.
• A plant facility consisting of land and 
building was acquired from the Nostrand Company in 
exchange for 10,000 shares of Kingston’s common 
stock. On the acquisition date, Kingston’s stock had a 
closing market price of $45 per share on a national stock 
exchange. The plant facility was carried on Nostrand’s 
books at $89,000 for land and $130,000 for the building 
at the exchange date. Current appraised values for the 
land and building, respectively, are $120,000 and 
$240,000.
• Items of machinery and equipment were pur­
chased at a total cost of $300,000. Additional costs were 
incurred as follows:
Freight and unloading 
Sales and use taxes 
Installation
$ 5,000 
12,000 
25,000
• Expenditures totaling $75,000 were made for 
new parking lots, streets and sidewalks at the corpora­
tion’s various plant locations. These expenditures had 
an estimated useful life of fifteen years.
• A machine costing $50,000 on January 1, 
1970, was scrapped on June 30 , 1978. Double-declining- 
balance depreciation has been recorded on the basis of a 
ten-year life.
• A machine was sold for $20,000 on July 1, 
1978. Original cost of the machine was $36,000 on 
January 1, 1975, and it was depreciated on the straight- 
line basis over an estimated useful life of seven years 
and a salvage value of $1,000.
Required:
1. Prepare a detailed analysis of the changes in 
each of the following balance sheet accounts for 1978:
Land
Land improvements
Buildings
Machinery and equipment
Disregard the related accumulated depreciation ac­
counts.
2. List the items in the fact situation which were 
not used to determine the answer to 1. above, showing 
the pertinent amounts and supporting computations in 
good form for each item. In addition, indicate where, or 
if, these items should be included in Kingston’s financial 
statements.
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Number 4 (Estimated tim e----- 40 to 50 minutes)
Part a. The Wing Manufacturing Corporation 
produces a chemical compound, product X which 
deteriorates and must be discarded if it is not sold by the 
end of the month during which it is produced. The total 
variable cost of the manufactured compound, product 
X, is $50 per unit and its selling price is $80 per unit. 
Wing can purchase the same compound from a com­
peting company at $80 per unit plus $10 freight per unit. 
Management has estimated that failure to fill orders 
would result in the loss of 80 percent of customers plac­
ing orders for the compound. Wing has manufactured 
and sold product X for the past 20 months. Demand for 
product X has been irregular and at present there is no 
consistent sales trend. During this period monthly sales 
have been as follows:
Units Sold per Month
8,000
9,000
10,000
Number o f Months 
5 
12 
3
Required:
1. Compute the probability of sales of product X 
of 8,000, 9,000, or 10,000 units in any month.
2. Compute what the contribution margin would 
be if 9,000 units of product X were ordered and either 
8,000, 9,000, or 10,000 units were manufactured in that 
same month, (with additional units, if necessary, being 
purchased).
3. Compute the average monthly contribution 
margin that Wing can expect if 9,000 units of product X 
are manufactured every month and all sales orders are 
filled.
Part b. In the production of product X, Wing 
uses a primary ingredient, K-1. This ingredient is pur­
chased from an outside supplier at a cost of $24 per unit 
of compound. It is estimated that there is a 70 percent 
chance that the supplier of K-1 may be shut down by a 
strike for an indefinite period. A substitute ingredient, 
K-2 is available at $36 per unit of compound but Wing 
must contact this alternative source immediately to 
secure sufficient quantities. A firm purchase contract 
for either material must now be made for production of 
the primary ingredient next month. If an order were 
placed for K-1 and a strike occurred, Wing would be 
released from the contract and management would pur­
chase the chemical compound from its competitor. 
Assume that 9,000 units are to be manufactured and all 
sales orders are to be filled.
Required:
1. Compute the monthly contribution margin 
from sales of 8,000, 9,000, and 10,000 units if the 
substitute ingredient, K-2 is ordered.
2. Prepare a schedule computing the average 
monthly contribution margin that Wing should expect if 
the primary ingredient, K-1 is ordered with the existing 
probability of a strike at the supplier. Assume that the 
expected average monthly contribution margin from 
manufacturing will be $130,000 using the primary ingre­
dient, and the expected average monthly loss from pur­
chasing product X from the competitor (in case of a 
strike) will be $45,000.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
You have been engaged by the Town of Rego to ex­
amine its June 30, 1978, balance sheet. You are the first 
CPA to be engaged by the Town and find that accep­
table methods of municipal accounting have not been 
employed. The Town clerk stated that the books had 
not been closed and presented the following pre-closing 
trial balance of the General Fund as at June 30, 1978:
Credit
Cash
Taxes receivable — 
current year 
Estimated losses — 
current year taxes 
receivable 
Taxes receivable — 
prior year 
Estimated losses—
prior year taxes 
receivable 
Estimated revenues 
Appropriations 
Donated land 
Expenditures—building 
addition constructed 
Expenditures—Serial 
bonds paid 
Other expenditures 
Special assessment 
bonds payable 
Revenues 
Accounts payable 
Fund balance
Debit
$150,000
59,200
8,000
310,000
27,000
50,000
16,000
280,000
100,000
354,000
26,000
_______  44,000
$900,200 $900,200
$ 18,000
10,200
348,000
Additional information: *•
• The estimated losses of $18,000 for current year 
taxes receivable were determined to be a reasonable 
estimate.
• Included in the Revenues account is a credit of 
$27,000 representing the value of land donated by the 
state as a grant-in-aid for construction of a municipal 
park.
• The Building Addition Constructed account 
balance is the cost of an addition to the Town Hall 
building. This addition was constructed and completed 
in June 1978. The General Fund recorded the payment 
as authorized.
• The Serial Bonds Paid account reflects the an­
nual retirement of general obligation bonds issued to 
finance the construction of the Town Hall. Interest 
payments of $7,000 for this bond issue are included in 
expenditures.
• Operating supplies ordered in the prior fiscal 
year and chargeable to that year were received, recorded 
and consumed in July 1977. The outstanding purchase 
orders for these supplies, which were not recorded in the 
accounts at June 30, 1977, amounted to $8,800. The 
vendors’ invoices for these supplies totaled $9,400. Ap­
propriations lapse one year after the end of the fiscal 
year for which they are made.
• Outstanding purchase orders at June 30, 1978, 
for operating supplies totaled $2,100. These purchase 
orders were not recorded on the books.
• The special assessment bonds were sold in June 
1978 to finance a street paving project. No contracts 
have been signed for this project and no expenditures 
have been made.
• The balance in the Revenues account includes 
credits for $20,000 for a note issued to a bank to obtain 
cash in anticipation of tax collections and for $1,000 for 
the sale of scrap iron from the Town’s water plant. The 
note was still outstanding at June 30, 1978. The opera­
tions of the water plant are accounted for in the Water 
Fund.
Required:
a. Prepare the formal adjusting and closing jour­
nal entries for the General Fund for the fiscal year 
ended June 30, 1978.
b. The foregoing information disclosed by your 
examination was recorded only in the General Fund 
even though other funds or groups of accounts were in­
volved. Prepare the formal adjusting journal entries for 
any other funds or groups of accounts involved.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN AUDITING
November 8, 1979; 8:30 A.M. to 12:00 M
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ...........................................................................................  90
No. 2 ...........................................................................................  15
No. 3 ...........................................................................................  15
No. 4 ...........................................................................................  15
No. 5 .............................................................................................  15_
Total.................................................................................... 150
n o
25
25
25
25
210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “ continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers, they 
should be numbered 1 through 12. The printed 
  answer sheet provided for the objective-type items 
should be considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if 
you are uncertain of the answer. You are likely to 
get the highest score if you omit no answers.
3. A CPA is continually confronted with the necessi­
ty of expressing opinions and conclusions in writ­
ten reports in clear, unequivocal language. 
Although the primary purpose of the examination 
is to test the candidate’s knowledge and applica­
tion of the subject matter, the ability to organize 
and present such knowledge in acceptable written 
language will be considered by the examiners.
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Number 1 (Estimated time-----90 to 110 minutes)
Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex­
isting internal control.
d. Count client petty-cash funds.
Answer Sheet
96.
Items to be Answered
3. In connection with a review of the prepaid in­
surance account, which of the following procedures 
would generally not be performed by the auditor?
a. Recompute the portion of the premium that 
expired during the year.
b. Prepare excerpts of insurance policies for 
audit working papers.
c. Confirm premium rates with an independent 
insurance broker.
d. Examine support for premium payments.
4. The auditor tests the quantity of materials charged 
to work-in-process by tracing these quantities to
a. Cost ledgers.
b. Perpetual inventory records.
c. Receiving reports.
d. Material requisitions.
5. For internal control purposes, which of the follow­
ing individuals should preferably be responsible for the 
distribution of payroll checks?
a. Bookkeeper.
b. Payroll clerk.
c. Cashier.
d. Receptionist.
1. A change from cash to working capital in a state­
ment of changes in financial position constitutes a 
change which requires
a. Only a disclosure in the auditor’s report.
b. That the auditor’s opinion contain a “ subject 
to’’ qualification as to consistency.
c. That the auditor’s opinion contain an excep­
tion as to conformity with generally accepted 
accounting principles.
d. That the auditor’s opinion contain an excep­
tion as to consistency in the opinion 
paragraph.
2. Which of the following is a computer test made to 
ascertain whether a given characteristic belongs to the 
group?
a. Parity check.
b. Validity check.
c. Echo check.
d. Limit check.
6. Auditors who prefer statistical to judgmental 
sampling believe that the principal advantage of 
statistical sampling flows from its unique ability to
a. Define the precision required to provide audit 
satisfaction.
b. Provide a mathematical measurement of 
uncertainty.
c. Establish conclusive audit evidence with 
decreased audit effort.
d. Promote a more legally defensible procedural 
approach.
7. Which of the following, if material, would be an 
irregularity as defined in Statements on Auditing Stan­
dards?
a. Errors in the application of accounting prin­
ciples.
b. Clerical errors in the accounting data underly­
ing the financial statements.
c. Misinterpretation of facts that existed when 
the financial statements were prepared.
d. Misappropriation of an asset or groups of 
assets.
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8. A CPA’s report on a client’s balance sheet, income 
statement, and statement of changes in financial posi­
tion was sent to the stockholders. The client now wishes 
to present only the balance sheet along with an ap­
propriately modified auditor’s report in a newspaper 
advertisement. The auditor may
a. Permit the publication as requested.
Permit only the publication of the originally 
issued auditor’s report and accompanying 
financial statements.
Not permit publication of a modified 
auditor’s report.
Not permit publication of any auditor’s report 
in connection with a newspaper advertise­
ment.
b.
c.
d.
9. After performing all necessary procedures a 
predecessor auditor reissues a prior-period report on 
financial statements at the request of the client without 
revising the original wording. The predecessor auditor 
should
a. Delete the date of the report.
b. Dual-date the report.
c. Use the reissue date.
d. Use the date of the previous report.
10. For the purpose of proper accounting control, 
postdated checks remitted by customers should be
a. Restrictively endorsed.
b. Returned to customer.
c. Recorded as a cash sale.
d. Placed in the joint custody of two officers.
13. If the auditor believes that financial statements 
which are prepared on a comprehensive basis of ac­
counting other than generally accepted accounting prin­
ciples are not suitably titled, the auditor should
a. Modify the auditor’s report to disclose any 
reservations.
b. Consider the effects of the titles on the finan­
cial statements taken as a whole.
c. Issue a disclaimer of opinion.
d. Add a footnote to the financial statements 
which explains alternative terminology.
14. Which of the following is the best evidence of real 
estate ownership at the balance sheet date?
a. Title insurance policy.
b. Original deed held in the client’s safe.
c. Paid real estate tax bills.
d. Closing statement.
15. With respect to contingent liabilities, the Standard 
Bank Confirmation Inquiry form approved jointly by 
the AICPA and the Bank Administration Institute re­
quests information regarding notes receivable
a. Held by the bank in a custodial account.
b. Held by the bank for collection.
c. Collected by the bank.
d. Discounted by the bank.
11. An auditor who accepts an audit engagement and 
does not possess the industry expertise of the business 
entity, should
a. Engage financial experts familiar with the 
nature of the business entity.
Obtain a knowledge of matters that relate to 
the nature of the entity’s business.
Refer a substantial portion of the audit to 
another CPA who will act as the principal 
auditor.
First inform management that an unqualified 
opinion can not be issued.
b.
c.
16. The primary reason for preparing a reconciliation 
between interest-bearing obligations outstanding during 
the year and interest expense presented in the financial 
statements, is to
a. Evaluate internal control over securities.
b. Determine the validity of prepaid interest ex­
pense.
c. Ascertain the reasonableness of imputed in­
terest.
d. Detect unrecorded liabilities.
12. A limitation on the scope of the auditor’s ex­
amination sufficient to preclude an unqualified opinion 
will always result when management
a. Engages an auditor after the year-end physical 
inventory count.
b. Refuses to furnish a representation letter.
c. Knows that direct confirmation of accounts 
receivable with debtors is not feasible.
d. Engages an auditor to examine only the 
balance sheet.
17. The auditor should insist that a representative of 
the client be present during the physical examination of 
securities in order to
a. Lend authority to the auditor’s directives.
b. Detect forged securities.
c. Coordinate the return of all securities to pro­
per locations.
d. Acknowledge the receipt of securities re­
turned.
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18. When asked to perform an examination in order to 
express an opinion on one or more specified elements, 
accounts or items of a financial statement, the auditor
a. May not describe auditing procedures applied.
b. Should advise the client that the opinion will 
result in a piecemeal opinion.
c. May assume that the first standard of report­
ing with respect to generally accepted account­
ing principles does not apply.
d. Should comply with the request only if they 
constitute a major portion of the financial 
statements on which an auditor has disclaimed 
an opinion based on an audit.
19. Which of the following is necessary to audit 
balances in an on-line EDP system in an environment of 
destructive updating?
a. Periodic dumping of transaction files.
b. Year-end utilization of audit hooks.
c. An integrated test facility.
d. A well documented audit trail.
20. A CPA while performing tax services for a client 
may learn of a material error in a previously filed tax 
return. In such an instance the CPA should
a. Prepare an affidavit with respect to the error.
b. Recommend compensating for the prior 
year’s error in the current year’s tax return 
where such action will mitigate the client’s 
cost and inconvenience.
c. Advise the client to file a corrected return 
regardless of whether or not the error resulted 
in an overstatement or understatement of tax.
d. Inform the IRS of the error.
21. The primary purpose of performing compliance 
tests is to provide reasonable assurance that
a. Accounting control procedures are being ap­
plied as prescribed.
b. The flow of transactions through the ac­
counting system is understood.
c. Transactions are recorded at the amounts ex­
ecuted.
d. All accounting control procedures leave visi­
ble evidence.
22. An inventory turnover analysis is useful to the 
auditor because it may detect
a. Inadequacies in inventory pricing.
b. Methods of avoiding cyclical holding costs.
c. The optimum automatic reorder points.
d. The existence of obsolete merchandise.
23. Accounting control procedures within the EDP ac­
tivity may leave no visible evidence indicating that the 
procedures were performed. In such instances, the 
auditor should test these accounting controls by
a. Making corroborative inquiries.
Observing the separation of duties of per­
sonnel.
Reviewing transactions submitted for pro­
cessing and comparing them to related output. 
Reviewing the run manual.
b.
c.
24. Which of the following ultimately determines the 
specific audit procedures necessary to provide an in­
dependent auditor with a reasonable basis for the ex­
pression of an opinion?
a. The audit program.
b. The auditor’s judgment.
c. Generally accepted auditing standards.
d. The auditor’s working papers.
25. An auditor’s examination performed in accor­
dance with generally accepted auditing standards 
generally should
a. Be expected to provide assurance that illegal 
acts will be detected where internal control is 
effective.
b. Be relied upon to disclose violations of truth 
in lending laws.
c. Encompass a plan to actively search for 
illegalities which relate to operating aspects.
d. Not be relied upon to provide assurance that 
illegal acts will be detected.
26. With respect to issuance of an audit report which 
is dual dated for a subsequent event occurring after the 
completion of fieldwork but before issuance of the 
auditor’s report, the auditor’s responsibility for events 
occurring subsequent to the completion of fieldwork is
a. Extended to include all events occurring until 
the date of the last subsequent event referred 
to.
b. Limited to the specific event referred to.
c. Limited to all events occurring through the 
date of issuance of the report.
d. Extended to include all events occurring 
through the date of submission of the report 
to the client.
27. One reason why the independent auditor makes an 
analytical review of the client’s operations is to identify 
probable
a. Weaknesses of a material nature in the system 
of internal control.
b. Unusual transactions.
c. Non-compliance with prescribed control pro­
cedures.
d. Improper separation of accounting and other 
financial duties.
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28. In order to safeguard the assets through proper in­
ternal control, accounts receivable that are written off 
are transferred to a(an)
a. Separate ledger.
b. Attorney for evidence in collection pro­
ceedings.
c. Tax deductions file.
d. Credit manager since customers may seek to 
reestablish credit by paying.
29. An auditor evaluates the existing system of inter­
nal control in order to
a. Determine the extent of substantive tests 
which must be performed.
b. Determine the extent of compliance tests 
which must be performed.
c. Ascertain whether irregularities are probable.
d. Ascertain whether any employees have incom­
patible functions.
30. Significant unexpected fluctuations identified by 
analytical review procedures will usually necessitate a 
(an)
a. Consistency qualification.
b. Review of internal control.
c. Explanation in the representation letter.
d. Auditor investigation.
31. The most efficient and least costly method of 
dumping information for purposes of maintaining a 
backup file is from disk to
a. Dump.
b. Printout.
c. Cards.
d. Tape.
32. A primary advantage of using generalized audit 
packages in the audit of an advanced EDP system is that 
it enables the auditor to
a. Substantiate the accuracy of data through 
self-checking digits and hash totals.
b. Utilize the speed and accuracy of the com­
puter.
c. Verify the performance of machine operations 
which leave visible evidence of occurrence.
d. Gather and store large quantities of suppor­
tive evidential matter in machine readable 
form.
33. Which of the following statements best describes 
the auditor’s responsibility regarding the detection of 
fraud?
a. The auditor is responsible for the failure to 
detect fraud only when such failure clearly 
results from nonperformance of audit pro­
cedures specifically described in the engage­
ment letter.
b. The auditor must extend auditing procedures 
to actively search for evidence of fraud in all 
situations.
The auditor must extend auditing procedures 
to actively search for evidence of fraud where 
the examination indicates that fraud may 
exist.
The auditor is responsible for the failure to 
detect fraud only when an unqualified opinion 
is issued.
c.
d.
34. The date of the management representation letter 
should coincide with the
a. Date of the auditor’s report.
b. Balance sheet date.
c. Date of the latest subsequent event referred to 
in the notes to the financial statements.
d. Date of the engagement agreement.
35. Compliance testing of an advanced EDP system
a. Can be performed using only actual transac­
tions since testing of simulated transactions is 
of no consequence.
b. Can be performed using actual transactions or 
simulated transactions.
c. Is impractical since many procedures within
the EDP activity leave no visible evidence of 
having been performed.  
d. Is inadvisable because it may distort the 
evidence in master files.
36. Jerome has completed an examination of the 
financial statements of Bold, Inc. Last year’s financial 
statements were examined by Smith, CPA. Since last 
year’s financial statements will be presented for com­
parative purposes without Smith’s report, Jerome’s 
report should
a. State that the prior year’s financial statements 
were examined by another auditor.
b. State that the prior year’s financial statements 
were examined by Smith.
c. Not refer to the prior year’s examination.
d. Refer to Smith’s report only if the opinion 
was other than unqualified.
37. Failure to detect material dollar errors in the 
financial statements is a risk which the auditor primarily 
mitigates by
a. Performing substantive tests.
b. Performing compliance tests.
c. Evaluating internal control.
d. Obtaining a client representation letter.
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38. An auditor selects a preliminary sample of 100 
items out of a population of 1,000 items. The sample 
statistics generate an arithmetic mean of $60, a standard 
deviation of $6 and a standard error of the mean of 
$.60. If the sample was adequate for the auditor’s pur­
poses and the auditor’s desired precision was plus or 
minus $1,000, the minimum acceptable dollar value of 
the population would be
a. $61,000
b. $60,000
c. $59,000
d. $58,800
39. Which of the following would not be included in a 
CPA’s report based upon a review of the financial 
statements of a non-public entity?
a. A statement that the review was in accordance 
with generally accepted auditing standards.
b. A statement that all information included in 
the financial statements are the representa­
tions of management.
c. A statement describing the principal pro­
cedures performed.
d. A statement describing the auditor’s conclu­
sions based upon the results of the review.
40. With respect to records in a CPA’s possession, 
rules of conduct provide that
a. Copies of client records incorporated into 
audit workpapers must be returned to the 
client upon request.
b. Worksheets in lieu of a general ledger belong 
to the auditor and need not be furnished to the 
client upon request.
c. An extensive analysis of inventory prepared 
by the client at the auditor’s request are 
workpapers which belong to the auditor and 
need not be furnished to the client upon re­
quest.
d. The auditor who returns copies of client 
records, must return the original records upon 
request.
41. The auditor who intends to express a qualified 
opinion should disclose all the substantive reasons in a 
separate explanatory paragraph of the report, except 
when the opinion paragraph
a. Makes reference to a note in the financial 
statements which discloses the pertinent facts.
b. Describes a limitation on the scope of the 
examination.
c. Describes an insufficiency in evidential 
matter.
d. Has been modified because of a change in ac­
counting principle.
42. Where no independent stock transfer agents are 
employed and the corporation issues its own stocks and 
maintains stock records, cancelled stock certificates 
should
a. Be defaced to prevent reissuance and attached 
to their corresponding stubs.
b. Not be defaced, but segregated from other 
stock certificates and retained in a cancelled 
certificates file.
c. Be destroyed to prevent fraudulent reissuance.
d. Be defaced and sent to the secretary of state.
43. During an examination Wicks learns that the audit 
client was granted a three month waiver of the repay­
ment of principal on the installment loan with Blank 
Bank without an extension of the maturity date. With 
respect to this loan, the audit program used by Wicks 
would be least likely to include a verification of the
a. Interest expense for the year.
b. Balloon payment.
c. Total liability at year end.
d. Installment loan payments.
44. During 1979, a bookkeeper perpetrated a theft by 
preparing erroneous W-2 forms. The bookkeeper’s 
FICA withheld was overstated by $500.00 and the FICA 
withheld from all other employees was understated. 
Which of the following is an audit procedure which 
would detect such a fraud?
a. Multiplication of the applicable rate by the in­
dividual gross taxable earnings.
b. Utilizing form W-4 and withholding charts to 
determine whether deductions authorized per 
pay period agree with amounts deducted per 
pay period.
c. Footing and crossfooting of the payroll 
register followed by tracing postings to the 
general ledger.
d. Vouching cancelled checks to federal tax 
forms 941.
45. Which of the following is an internal accounting 
control weakness related to factory equipment?
a. Checks issued in payment of purchases of 
equipment are not signed by the controller.
b. All purchases of factory equipment are re­
quired to be made by the department in need 
of the equipment.
c. Factory equipment replacements are generally 
made when estimated useful lives, as indicated 
in depreciation schedules, have expired.
d. Proceeds from sales of fully depreciated 
equipment are credited to other income.
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46. When financial statements are prepared on the 
basis of a going concern and the auditor believes that 
the client may not continue as a going concern, the 
auditor should issue
a. A “ subject to” opinion.
b. An unqualified opinion with an explanatory 
middle paragraph.
c. An “except for” opinion.
d. An adverse opinion.
51. When auditing a public warehouse, which of the 
following is the most important audit procedure with 
respect to disclosing unrecorded liabilities?
a. Confirmation of negotiable receipts with 
holders.
b. Review of outstanding receipts.
c. Inspection of receiving and issuing pro­
cedures.
d. Observation of inventory.
47. Any assessment of the operational capabilities of a 
computer system must consider downtime. Even in a 
fully-protected system, downtime will exist because of
a. Electrical power losses.
b. Unscheduled maintenance.
c. Unauthorized entry.
d. Keypunching errors.
48. The first general standard requires that a person or 
persons have adequate technical training and proficien­
cy as an auditor. This standard is met by
a. An understanding of the field of business and 
finance.
b. Education and experience in the field of 
auditing.
c. Continuing Professional Education.
d. A thorough knowledge of the Statements on 
Auditing Standards.
49. The principal auditor is satisfied with the in­
dependence and professional reputation of the other 
auditor who has audited a subsidiary but wants to in­
dicate the division of responsibility. The principal 
auditor should
a. Modify the scope paragraph of the report.
b. Modify the scope and opinion paragraphs of 
the report.
c. Not modify the report except for inclusion of 
an explanatory middle paragraph.
d. Modify the opinion paragraph of the report.
50. Analytical review procedures are
a. Statistical tests of financial information 
designed to identify areas requiring intensive 
investigation.
b. Analytical tests of financial information made 
by a computer.
c. Substantive tests of financial information 
made by a study and comparison of relation­
ships among data.
d. Diagnostic tests of financial information 
which may not be classified as evidential 
matter.
52. A management information system is designed to 
ensure that management possesses the information it 
needs to carry out its functions through the integrated 
actions of
a. Data-gathering, analysis and reporting func­
tions.
b. A computerized information retrieval and 
decision-making system.
c. Statistical and analytical review functions.
d. Production-budgeting and sales-forecasting 
activities.
53. Audit working papers are used to record the 
results of the auditor’s evidence-gathering procedures. 
When preparing working papers the auditor should 
remember that working papers should be
a. Kept on the client’s premises so that the client 
can have access to them for reference pur­
poses.
b. The primary support for the financial 
statements being examined.
c. Considered as a part of the client’s accounting 
records which is retained by the auditor.
d. Designed to meet the circumstances and the 
auditor’s needs on each engagement.
54. Proper internal control over the cash payroll func­
tion would mandate which of the following?
a. The payroll clerk should fill the envelopes 
with cash and a computation of the net wages.
b. Unclaimed pay envelopes should be retained 
by the paymaster.
c. Each employee should be asked to sign a 
receipt.
d. A separate checking account for payroll be 
maintained.
55. A company policy should clearly indicate that 
defective merchandise returned by customers is to be 
delivered to the
a. Sales clerk.
b. Receiving clerk.
c. Inventory control clerk.
d. Accounts receivable clerk.
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56. When a contingency is resolved immediately 
subsequent to the issuance of a report which was 
qualified with respect to the contingency, the auditor 
should
a. Insist that the client issue revised financial 
statements.
b. Inform the audit committee that the report 
can not be relied upon.
c. Take no action regarding the event.
d. Inform the appropriate authorities that the 
report can not be relied upon.
57. Some firms which dispose of only a small part of 
their total output by consignment shipments fail to 
make any distinction between consignment shipments 
and regular sales. Which of the following would suggest 
that goods have been shipped on consignment?
a. Numerous shipments of small quantities.
b. Numerous shipments of large quantities and 
few returns.
c. Large debits to accounts receivable and small 
periodic credits.
d. Large debits to accounts receivable and large 
periodic credits.
58. An audit program provides proof that
a. Sufficient competent evidential matter was 
obtained.
b. The work was adequately planned.
c. There was compliance with generally accepted 
standards of reporting.
d. There was a proper study and evaluation of 
internal control.
59. A CPA reviews a client’s payroll procedures. The 
CPA would consider internal control to be less than 
effective if a payroll department supervisor was as­
signed the responsibility for
a. Reviewing and approving time reports for 
subordinate employees.
b. Distributing payroll checks to employees.
c. Hiring subordinate employees.
d. Initiating requests for salary adjustments for 
subordinate employees.
60. The objective of quality control mandates that a 
public accounting firm should establish policies and 
procedures for professional development which provide 
reasonable assurance that all entry-level personnel
a. Prepare working papers which are standard­
ized in form and content.
b. Have the knowledge required to enable them 
to fulfill responsibilites assigned.
c. Will advance within the organization.
d. Develop specialties in specific areas of public 
accounting.
Number 2 (Estimated tim e----- 15 to 25 minutes)
Jones, CPA, is approached by a prospective client 
who desires to engage Jones to perform an audit which 
in prior years was performed by another CPA.
Required:
Identify the procedures which Jones should follow 
in accepting the engagement.
Number 3 (Estimated tim e-----15 to 25 minutes)
Loman, CPA, who has examined the financial 
statements of the Broadwall Corporation, a publicly 
held company, for the year ended December 31, 1979, 
was asked to perform a limited review of the financial 
statements of Broadwall Corporation for the period 
ending March 31, 1980. The engagement letter stated 
that a limited review does not provide a basis for the 
expression of an opinion.
Required:
a. Explain why Loman’s limited review will not 
provide a basis for the expression of an opinion.
b. What are the review procedures which Loman 
should perform, and what is the purpose of each pro­
cedure? Structure your response as follows:
Procedure Purpose of Procedure
184
Auditing
Number 4 (Estimated tim e----- 15 to 25 minutes)
In the past, the records to be evaluated in an audit 
have been printed reports, listings, documents and 
written papers, all of which are visible output. 
However, in fully computerized systems which employ 
daily updating of transaction files, output and files are 
frequently in machine-readable forms such as cards, 
tapes, or disks. Thus, they often present the auditor 
with an opportunity to use the computer in performing 
an audit.
Required:
Discuss how the computer can be used to aid the 
auditor in examining accounts receivable in such a fully 
computerized system.
Number 5 (Estimated tim e-----15 to 25 minutes)
Internal control comprises the plan of organization 
and all of the coordinate methods and measures 
adopted within a business to safeguard its assets, check 
the accuracy and reliability of its accounting data, pro­
mote operational efficiency, and encourage adherence 
to prescribed managerial policies.
Required:
a. What is the purpose of the auditor’s study and 
evaluation of internal control?
b. What are the objectives of a preliminary 
evaluation of internal control?
c. How is the auditor’s understanding of the 
system of internal control documented?
d. What is the purpose of tests of compliance?
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
November 9, 1979; 8:30 AM to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 .....................
No. 2 .....................
No. 3 .....................
No. 4 .....................
No. 5 ................... .
Estimated Minutes 
Minimum Maximum
90 105
25 30
20 25
20 25
20 25
Total 175 210
INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items. Use a soft pencil, preferably No. 2, to blacken the 
appropriate circle on the separate printed answer sheet 
to indicate your answer. Mark only one answer for each 
item. Answer all items. Your grade will be based on 
your total correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of the letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No.
4 steel pipes at today’s quoted price for
delivery two months from today. Your ac­
ceptance must be received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
Number 1 (Estimated tim e----- 90 to 105 minutes) 2. In the process of negotiating the sale of his 
manufacturing business to Grand, Sterling made certain 
untrue statements which Grand relied upon. Grand was 
induced to purchase the business for $10,000 more than 
its true value. Grand is not sure whether he should seek 
relief based upon misrepresentation or fraud. Which of 
the following is a correct statement?
a. If Grand merely wishes to rescind the contract 
and get his money back, misrepresentation is 
his best recourse.
b. In order to prevail under the fraud theory, 
Grand must show that Sterling intended for 
him to rely on the untrue statements; whereas 
he need not do so if he bases his action on 
misrepresentation.
c. Both fraud and misrepresentation require 
Grand to prove that Sterling knew the 
statements were false.
d. If Grand chooses fraud as his basis for relief, 
the statute of fraud applies.
3. Which of the following will not be sufficient to 
satisfy the consideration requirement for a contract?
a. The offeree expends both time and money in 
studying and analyzing the offer.
b. The offeree makes a promise which is a legal 
detriment to him.
c. The offeree performs the act requested by the 
offeror.
d. The offeree makes a promise which benefits 
the offeror.
Items to be Answered 
99.  
1. Cox Manufacturing repudiated its contract to sell 
300 televisions to Ruddy Stores, Inc. What recourse 
does Ruddy Stores have?
a. It can obtain specific performance by the 
seller.
b. It can recover punitive damages.
c. It must await the seller’s performance for a 
commercially reasonable time after repudia­
tion if it wishes to recover anything.
d. It can “ cover” , that is, procure the goods 
elsewhere and recover any damages.
4. Marsh and Lennon entered into an all inclusive 
written contract involving the purchase of a tract of 
land. Lennon claims that there was a contemporaneous 
oral agreement between the parties which called for the 
removal by Marsh of several large rocks on the land. 
Marsh relies upon the parol evidence rule to avoid 
having to remove the rocks. Which of the following is 
correct?
a. The parol evidence rule does not apply to con­
temporaneous oral agreements.
b. Since the statute of frauds was satisfied in 
respect to the contract for the purchase of the 
land, the parol evidence rule does not apply.
c. Since the oral agreement does not contradict 
the terms of the written contract, the oral 
agreement is valid despite the parol evidence 
rule.
d. The parol evidence rule applies and Lennon 
will be precluded from proving the oral pro­
mise in the absence of fraud.
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5. Which of the following represents the basic 
distinction between a bilateral contract and a unilateral 
contract?
a. Specific performance is available if the con­
tract is unilateral whereas it is not if the con­
tract is bilateral.
b. There is only one promise involved if the con­
tract is unilateral whereas there are two pro­
mises if the contract is bilateral.
c. The statute of frauds applied to a bilateral 
contract but not to a unilateral contract.
d. The rights under a bilateral contract are 
assignable whereas rights under a unilateral 
contract are not assignable.
6. The Flick Corporation sold various interrelated 
products that it manufactured. One of the items was 
manufactured almost exclusively by Flick and sold 
throughout the United States. Flick realized the impor­
tance of this product to its purchasers and decided to 
capitalize on the situation by requiring all purchasers to 
take at least two other products in order to obtain the 
item over which it has almost complete market control. 
At Flick’s spring sales meeting, its president informed 
the entire sales force that they were to henceforth sell 
only to those customers who agreed to take the addi­
tional products. As a result of this plan, gross sales of 
the additional items increased by more than $1 million. 
Which of the following best describes the legality of the 
above situation?
a. It is illegal only if the products are patented 
products.
b. It is an illegal tying arrangement.
c. It is legal as long as the price charged to 
retailers for the other products is competitive.
d. It is legal if the retailers do not complain 
about purchasing the other products.
7. Master Corporation, a radio and television 
manufacturer, invited Darling Discount Chain to ex­
amine several odd lots of discontinued models and make 
an offer for the entire lot. The odd lots were segregated 
from the regular inventory but inadvertently included 15 
current models. Darling was unaware that Master did 
not intend to include the 15 current models in the group. 
Darling made Master an offer of $9,000 for the entire 
lot, which represented a large discount from the normal 
sales price. Unaware of the error, Master accepted the 
offer. Master would not have accepted had it known of 
the inclusion of the 15 current models. Upon learning of 
the error, Master alleged mistake as a defense and re­
fused to perform. Darling sued for breach of contract. 
Under the circumstances, what is the status of the con­
tract?
a. There is no contract since Master did not in­
tend to include the 15 current models in the 
group of radios to be sold.
b. The contract is voidable because of a 
unilateral mistake.
c. The contract is voidable because of a mutual 
mistake.
d. There is a valid and binding contract which in­
cludes the 15 current-model radios.
8. A salesman for A & C Company called upon the 
purchasing agent for Major Enterprises, Inc., and of­
fered to sell Major 1,500 screwdriver sets at $1.60 each. 
Major’s purchasing agent accepted and the following 
day sent A & C a purchase order which bore Major’s 
name and address at the top and also had the purchasing 
agent’s name and title stamped at the bottom with his 
initials. The purchase order recited the agreement 
reached orally the prior day. Subsequently, Major 
decided it did not want the screwdriver sets since it was 
overstocked in that item. Major thereupon repudiated 
the contract and asserted the statute of frauds as a 
defense. Under the circumstances, which of the follow­
ing is correct?
a. The statute of frauds does not apply to this 
transaction since performance is to be com­
pleted within one year from the date of the 
making of the contract.
b. Major will lose but only if its purchasing 
agent’s authority to make the contract was in 
writing.
c. The fact that an authorized agent of A & C 
did not sign the purchase order prevents its 
use by A & C against Major to satisfy the 
statute of frauds.
d. The purchase order is sufficient to satisfy the 
statute of frauds even though the purchasing 
agent never signed it in full.
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9. Lally sent Queen Supply Company, Inc., a 
telegram ordering $700 of general merchandise. Lally’s 
telegram indicated that immediate shipment was 
necessary. That same day Queen delivered the goods to 
the Red Freight Company. The shipment was delayed 
due to a breakdown of the truck which was transporting 
the goods. When the merchandise did not arrive as 
promptly as expected, Lally notified Queen that it 
revoked the offer and was purchasing the goods 
elsewhere. Queen indicated to Lally that the merchan­
dise had been shipped the same day Lally had ordered it 
and Lally’s revocation was not good. Which of the 
following statements best describes the transaction?
a. The statute of frauds will be a defense on any 
action by Queen to enforce the contract.
b. Prompt shipment of the merchandise by 
Queen constituted an acceptance.
c. Lally’s revocation of the offer was effective 
since Lally had not received a notice of accep­
tance.
d. Lally’s order was an offer to Queen to enter 
into a bilateral contract which could be ac­
cepted only by a promise.
12. Charleston, Inc., had its warehouse destroyed by 
fire. Charleston’s property was insured against fire loss 
by the Conglomerate Insurance Company. An in­
vestigation by Conglomerate revealed that the fire had 
been caused by a disgruntled employee whom 
Charleston had suspended for one month due to in­
subordination. Charleston seeks to hold its insurer 
liable for the $200,000 loss of its warehouse. Which of 
the following is correct insofar as the dispute between 
Charleston and the Conglomerate Insurance Company?
a. Since the loss was due to the deliberate 
destruction by one of Charleston’s employees, 
recovery will be denied.
b. Conglomerate must pay Charleston, but it will 
be subrogated to Conglomerate’s rights 
against the wrongdoing employee.
c. The fact that the employee has been suspend­
ed for one month precludes recovery against 
Conglomerate.
d. Arson is excluded from the coverage of most 
fire insurance policies, and therefore Con­
glomerate is not liable.
10. Marcross and two business associates own real 
property as tenants in common that they have invested 
in as a speculation. The speculation proved to be highly 
successful, and the land is now worth substantially more 
than their investment. Which of the following is a cor­
rect legal incident of ownership of the property?
a. Upon the death of any of the other tenants, 
the deceased’s interest passes to the 
survivor(s) unless there is a will.
b. Each of the co-tenants owns an undivided in­
terest in the whole.
c. A co-tenant can not sell his interest in the 
property without the consent of the other 
tenants.
d. Upon the death of a co-tenant, his estate is en­
titled to the amount of the original invest­
ment, but not the appreciation.
11. Which of the following omissions will prevent a 
writing from satisfying the statute of frauds with respect 
to the sale of goods?
a. It does not indicate that a sale has occurred.
b. It is not signed by both the buyer and seller.
c. The time and place of delivery are not in­
dicated.
d. The payment terms are not contained in the 
writing.
13. On March 11, Vizar Sales Corporation tele­
graphed Watson Company:
“Will sell 1,000 cases of coffee for $28 a 
case for delivery at our place of business on 
April 15. You may pick them up at our 
loading platform.’’
Watson telegraphed its acceptance on March 12. On 
March 20, coffee prices rose to $30 a case. Vizar 
telegraphed Watson on March 21 that it repudiated the 
sale and would not make delivery. The telegram was 
received by Watson on March 22 when the price was 
$32; Watson could have covered at that price but chose 
not to do so. On April 15 the coffee was selling at $35 a 
case. Watson tendered $28,000 to Vizar and indicated it 
was ready to take delivery. Vizar refused to deliver. 
What relief, if any, is Watson entitled to?
a. Specific performance, because it made a valid 
tender of performance.
Nothing, because it failed to cover.
Damages of $4,000 (the difference between 
the contract price and the fair market value at 
the time Watson learned of the breach). 
Damages of $7,000 (the difference between 
the contract price and the fair market value at 
the time delivery should have been made).
b.
c.
d.
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14. Dowling is a promoter and has decided to use a 
limited partnership for conducting a securities invest­
ment venture. Which of the following is unnecessary in 
order to validly create such a limited partnership?
a. All limited partners’ capital contributions 
must be paid in cash.
b. There must be a state statute which permits 
the creation of such a limited partnership.
c. A limited partnership certificate must be 
signed and sworn to by the participants and 
filed in the proper office in the state.
d. There must be one or more general partners 
and one or more limited partners.
15. Jon and Frank Clarke are equal partners in the 
partnership of Clarke & Clarke. Both Jon Clarke and 
the partnership are bankrupt. Jon Clarke personally has 
$150,000 of liabilities and $100,000 of assets. The part­
nership’s liabilities are $450,000 and its assets total 
$250,000. Frank Clarke, the other partner, is solvent 
with $800,000 of assets and $150,000 of liabilities. What 
are the rights of the various creditors of Jon Clarke, 
Frank Clarke, and the partnership?
a. Jon Clarke must divide his assets equally 
among his personal creditors and firm 
creditors.
b. Frank Clarke will be liable in full for the 
$200,000 partnership deficit.
c. Jon Clarke’s personal creditors can recover 
the $50,000 deficit owed to them from Frank 
Clarke.
d. Frank Clarke is liable only for $100,000, his 
equal share of the partnership deficit.
16. King, Kline and Fox were partners in a wholesale 
business. Kline died and left to his wife his share of the 
business. Kline’s wife is entitled to
a. The value of Kline’s interest in the partner­
ship.
b. Kline’s share of specific property of the part­
nership.
c. Continue the partnership as a partner with 
King and Fox.
d. Kline’s share of the partnership profits until 
her death.
17. Which of the following will not result in a dissolu­
tion of a partnership?
a. The bankruptcy of a partner as long as the 
partnership itself remains solvent.
b. The death of a partner as long as his will pro­
vides that his executor shall become a partner 
in his place.
c. The wrongful withdrawal of a partner in con­
travention of the agreement between the part­
ners.
d. The assignment by a partner of his entire part­
nership interest.
Items 18 and 19 are based on the following infor­
mation:
Teal and Olvera were partners of the T & O Real 
Estate Investment Company. They decided to seek more 
capital in order to expand their participation in the 
booming real estate business in the area. They obtained 
five individuals to invest $100,000 each in their venture 
as limited partners.
18. Assuming the limited partnership agreement is 
silent on the point, which of the following acts may Teal 
and Olvera engage in without the written consent of all 
limited partners?
a. Admit an additional person as a general part­
ner.
b. Continue the partnership business upon the 
death or retirement of a general partner.
c. Invest the entire amount ($500,000) of con­
tributions by the limited partners in a single 
venture.
d. Admit additional limited partners from time 
to time in order to obtain additional working 
capital.
19. Which of the following rights would the limited 
partners not have?
a. The right to have a dissolution and winding up 
by court decree where such is appropriate.
b. The right to remove a general partner by a 
majority vote if the limited partners determine 
that a general partner is not managing the 
partnership affairs properly.
c. The right upon dissolution to receive their 
share of profits and capital contributions 
before any payment is made to the general 
partners.
d. The right to have the partnership books kept 
at the principal place of business and to have 
access to them.
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20. Woodrow died and left a will that named as co- 
executors the Fundamental Trust Company and 
Harlow, who is one of the residuary legatees. The will 
was silent on various points indicated below. Which of 
the following is correct?
a. If Woodrow’s will was not properly executed, 
it will not be admitted to probate and his 
property will be distributed according to the 
intestate succession laws even though this is 
contrary to Woodrow’s wishes as stated in the 
will.
b. Since Harlow is one of the residuary legatees, 
Harlow can not serve as executor since this 
would represent a conflict of interest and also 
would violate Harlow’s fiduciary duty.
c. All taxes paid will be allocated to the 
residuary estate and not apportioned.
d. The executors have complete discretion in­
sofar as investing the estate’s assets during the 
term of their administration.
22. Williamson purchased from Dilworth Hardware a 
new lathe for his home workshop for cash. Two weeks 
later, Williamson was called by the Easy Loan 
Company. Easy explained to Williamson that it had 
been financing Dilworth’s purchases from the manufac­
turers and that to protect its interest it had obtained a 
perfected security interest in Dilworth’s entire inventory 
of hardware and power tools, including the lathe which 
Williamson bought. Easy further explained that 
Dilworth had defaulted on a payment due to Easy, and 
Easy intended to assert its security interest in the lathe 
and repossess it unless Williamson was willing to make 
payment of $200 for a release of Easy’s security interest. 
If Williamson refuses to make the payment, which of 
the following statements is correct?
a. Williamson will not take free of Easy’s secu­
rity interest if he was aware of said interest at 
the time he purchased the lathe.
b. Even if Williamson had both actual notice and 
constructive notice via recordation of Easy’s 
interest, he will prevail if Easy seeks to 
repossess the lathe.
c. Easy’s security interest in the lathe in question 
is invalid against all parties unless its filing 
specifically described and designated the par­
ticular lathe Williamson purchased.
d. Williamson must pay the $200 or the lathe can 
be validly repossessed and sold to satisfy the 
amount Dilworth owes Easy and any excess 
paid to Williamson.
21. Wanton Corporation, its president, and several 
other officers of the corporation are found guilty of 
conspiring with its major competitor to fix prices. 
Which of the following sanctions would not be ap­
plicable under federal antitrust laws?
a. Suspension of corporate right to engage in in­
terstate commerce for not more than one year.
b. Treble damages.
c. Seizure of Wanton’s property illegally shipped 
in interstate commerce.
d. Fines against Wanton and fines and imprison­
ment of its president and officers.
23. Two Uniform Commercial Code concepts relating 
to secured transactions are “ attachment” and “perfec­
tion.” Which of the following is correct in connection 
with the similarities and differences between these two 
concepts?
a. They are mutually exclusive and wholly in­
dependent of each other.
b. Satisfaction of one automatically satisfies the 
other.
c. Attachment relates primarily to the rights 
against the debtor and perfection relates 
primarily to the rights against third parties.
d. It is not possible to have a simultaneous at­
tachment and perfection.
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24. Which of the following requirements is not 
necessary in order to have a security interest attach?
a. There must be a proper filing.
b. The debtor must have rights in the collateral.
c. Value must be given by the creditor.
d. Either the creditor must take possession or the 
debtor must sign a security agreement which 
describes the collateral.
25. In respect to obtaining a purchase money security 
interest, which of the following requirements must be 
met?
a. The property sold may only be consumer 
goods.
b. Only a seller may obtain a purchase money 
security interest.
c. Such a security interest must be filed in all 
cases to be perfected.
d. Credit advanced to the buyer must be used to 
obtain the property which serves as the col­
lateral.
26. Vista Motor Sales, a corporation engaged in sell­
ing motor vehicles at retail, borrowed money from Sun­
shine Finance Company and gave Sunshine a properly 
executed security agreement in its present and future in­
ventory and in the proceeds therefrom to secure the 
loan. Sunshine’s security interest was duly perfected 
under the laws of the state where Vista does business 
and maintains its entire inventory. Thereafter, Vista 
sold a new pickup truck from its inventory to Archer 
and received Archer’s certified check in payment of the 
full price. Under the circumstances, which of the 
following is correct?
a. Sunshine must file an amendment to the 
financing statement every time Vista receives a 
substantial number of additional vehicles 
from the manufacturer if Sunshine is to ob­
tain a valid security interest in subsequently 
delivered inventory.
b. Sunshine’s security interest in the certified 
check Vista received is perfected against 
Vista’s other creditors.
c. Unless Sunshine specifically included pro­
ceeds in the financing statement it filed, it has 
no rights to them.
d. The term “ proceeds” does not include used 
cars received by Vista since they will be resold.
27. Taylor is the executive Vice President for 
Marketing of Reflex Corporation and a member of the 
Board of Directors. Based on information obtained dur­
ing the course of his duties, Taylor concluded that 
Reflex’s profits would fall by 50% for the quarter and 
30% for the year. He quietly contacted his broker and 
disposed of 10,000 shares of his Reflex stock at a profit, 
some of which he had acquired within 6 months of the 
sale. In fact, Reflex’s profits did not fall, but its stock 
price declined for unrelated reasons. Taylor had also ad­
vised a friend to sell her shares and repurchase the stock 
later. She followed Taylor’s advice, sold for $21, and 
subsequently repurchased an equal number of shares at 
$11. A shareholder has commenced a shareholder 
derivative action against Taylor and the friend for viola­
tion of the Securities Exchange Act of 1934. Under these 
circumstances, which of the following is correct?
a. Taylor is not an insider in relation to Reflex.
b. Taylor must account to the corporation for 
his short-swing profit.
Taylor and the friend must both account to 
the corporation for their short-swing profits. 
Neither Taylor nor the friend has incurred any 
liability under the 1934 act.
c.
d.
28. Which of the following is exempt from registration 
under the Securities Act of 1933?
a. First mortgage bonds.
b. The usual annuity contract issued by an in­
surer.
c. Convertible preferred stock.
d. Limited partnership interests.
29. Under the Securities Act of 1933, an accountant 
may be held liable for any materially false or misleading 
financial statements, including an omission of a 
material fact therefrom, provided the purchaser
a. Proves reliance on the registration statement 
or prospectus.
b. Proves negligence or fraud on the part of the 
accountant.
c. Brings suit within four years after the security 
is offered to the public.
d. Proves a false statement or omission existed 
and the specific securities were the ones of­
fered through the registration statement.
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30. Which of the following is a correct statement con­
cerning the similarities of a limited partnership and a 
corporation?
a. Shareholders and limited partners may both 
participate in the management of the business 
and retain limited liability.
b. Both are recognized for federal income tax 
purposes as taxable entities.
Both can only be created pursuant to a statute 
and each must file a copy of their respective 
certificates with the proper state authorities. 
Both provide insulation from personal liabi­
lity for all of the owners of the business.
c.
d.
32. Whitworth has been charged by Bonanza Cor­
poration with violating the Securities Exchange Act of 
1934. Whitworth was formerly the president of 
Bonanza, but he was ousted as a result of a proxy battle. 
Bonanza seeks to recover from Whitworth any and all 
of his short-swing profits. Which of the following 
would be a valid defense to the charges?
a. Whitworth is a New York resident, Bonanza 
was incorporated in New York, and the trans­
actions were all made through the New York 
Stock Exchange; therefore, interstate com­
merce was not involved.
b. Whitworth did not actually make use of any 
insider information in connection with the 
various stock transactions in question.
c. All the transactions alleged to be in violation 
of the 1934 act were purchases made during 
February 1979 with the corresponding sales 
made in September 1979.
d. Whitworth’s motivation in selling the stock 
was solely a result of the likelihood that he 
would be ousted as president of Bonanza.
31. Magnus Real Estate Developers, Inc., wanted to 
acquire certain tracts of land in Marshall Township in 
order to build a shopping center complex. To ac­
complish this goal, Magnus engaged Dexter, a 
sophisticated real estate dealer, to represent them in the 
purchase of the necessary land without revealing the ex­
istence of the agency . Dexter began to slowly but steadi­
ly acquire the requisite land. However, Dexter made the 
mistake of purchasing one tract outside the description 
of the land needed. Which of the following is correct 
under these circumstances?
a. The use of an agent by Magnus, an undis­
closed principal, is manifestly illegal.
b. Either Magnus or Dexter may be held liable 
on the contracts for the land, including the 
land that was not within the scope of the pro­
posed shopping center.
c. An undisclosed principal such as Magnus can 
have no liability under the contract since the 
third party believed he was dealing with 
Dexter as a principal.
d. An agent for an undisclosed principal assumes 
no liability as long as he registers his relation­
ship to the principal with the clerk of the 
proper county having jurisdiction.
33. Wanamaker, Inc., engaged Anderson as its agent 
to purchase original oil paintings for resale by 
Wanamaker. Anderson’s express authority was 
specifically limited to a maximum purchase price of 
$25,000 for any collection provided it contained a 
minimum of five oil paintings. Anderson purchased a 
seven-picture collection on Wanamaker’s behalf for 
$30,000. Based upon these facts, which of the following 
is a correct legal conclusion?
a. The express limitation on Anderson’s autho­
rity negates any apparent authority.
b. Wanamaker can not ratify the contract since 
Anderson’s actions were clearly in violation of 
his contract.
c.  If Wanamaker rightfully disaffirms the 
unauthorized contract, Anderson is personal­
ly liable to the seller.
d. Neither Wanamaker nor Anderson is liable on 
the contract since the seller was obligated to 
ascertain Anderson’s authority.
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34. Which of the following activities engaged in by a 
corporation will not be deemed illegal under the an­
titrust law?
a. A price-fixing agreement with competitors 
aimed at lowering prices to a reasonable level.
b. The charging of a price aimed at maximizing 
its profits based upon economic analysis of 
supply and demand for its products.
c. Participating in a plan suggested by the trade 
association aimed at territorial allocations of 
markets to cut costs.
d. The payment of brokerage commissions to the 
purchasers of goods.
35. The Donner Corporation has obtained a patent on 
a revolutionary coin-operated washing machine. It is far 
superior to the existing machines currently in use. 
Which of the following actions taken by Donner will not 
result in a violation of federal antitrust law?
a. Maintaining the resale price for machines it 
sells to distributors.
b. Obtaining a near total monopolization of the 
market as a result of the patent.
c. Requiring the purchasers of the machines to 
buy from Donner all their other commonplace 
supplies connected with the use of the 
machine.
d. Joining in a boycott with other appliance 
manufacturers to eliminate a troublesome dis­
count distributor.
36. Expansion Corporation is an aggressive, large­
sized conglomerate. It is seeking to obtain control of 
several additional corporations including Resistance 
Corporation. Expansion does not currently buy from, 
sell to, or compete with Resistance. Which of the 
following statements applies to this proposed takeover?
a. Since Expansion does not buy from, sell to, or 
compete with Resistance, antitrust laws do not 
apply.
If Expansion can consummate the acquisition 
before there is an objection to it, the acquisi­
tion can not subsequently be set aside.
The acquisition is likely to be declared illegal 
if there will be reciprocal buying and there is a 
likelihood that other entrants into the market 
would be precluded.
The acquisition is legal on its face if there will 
be cost efficiency resulting from combined 
marketing and advertising.
b.
c.
37. The Justice Department is contemplating com­
mencing an action against Lion Corporation for 
monopolizing the off-shore oil drilling business in viola­
tion of Section 2 of the Sherman Act. Which of the 
following would be Lion’s best defense against such an 
action?
a. Since the drilling is off-shore, interstate com­
merce is not involved.
b. The monopoly was originally the result of a 
long since expired patent.
c. Lion had no specific wrongful intent to 
monopolize.
d. Lion’s market share is such that it does not 
have the power to fix prices or to exclude com­
petitors.
38. Glick was the owner of a factory valued at 
$100,000. He procured a fire insurance policy on the 
building for $40,000 from Safety Insurance Company, 
Inc. The policy contained an 80% coinsurance clause. 
The property was totally destroyed by fire. How much 
will Click recover from the insurance company?
a. $20,000.
b. $32,000.
c. $40,000.
d. Click will recover nothing because he did not 
meet the coinsurance requirements.
39. Lantz sold his moving and warehouse business, in­
cluding all the personal and real property used therein, 
to Mallen Van Lines, Inc. The real property was en­
cumbered by a duly-recorded $300,000 first mortgage 
upon which Lantz was personally liable. Mallen ac­
quired the property subject to the mortgage but did not 
assume the mortgage. Two years later, when the 
outstanding mortgage was $260,000, Mallen decided to 
abandon the business location because it had become 
unprofitable and the value of the real property was less 
than the outstanding mortgage. Mallen moved to 
another location and refused to pay the installments due 
on the mortgage. What is the legal status of the parties 
in regard to the mortgage?
a. Mallen breached its contract with Lantz when 
it abandoned the location and defaulted on 
the mortgage.
b. Mallen took the real property free of the 
mortgage.
c. If Lantz pays off the mortgage, he will be able 
to successfully sue Mallen because Lantz is 
subrogated to the mortgagee’s rights against 
Mallen.
d. Lantz must satisfy the mortgage debt in the 
event that foreclosure yields an amount less 
than the unpaid balance.
194
d.
Business Law
40. Carter wished to obtain additional working capital 
for his construction company. His bankers indicated 
that they would be willing to lend the company $50,000 
if the bank could obtain a first mortgage on the real 
property belonging to the business. Carter reluctantly 
acquiesced and mortgaged all his real property to secure 
repayment of the loan. Unknown to the bank one por­
tion of the real property was already mortgaged to 
Johnson for $30,000, but Johnson had neglected to 
record the mortgage. The bank promptly recorded its 
mortgage. Which of the following is correct regarding 
the rights of the parties?
a. Johnson’s failure to record makes the mort­
gage invalid against Carter.
b. The bank’s mortgage will have a priority over 
Johnson’s mortgage.
c. Both mortgagees would share the proceeds 
from any foreclosure on a pro rata basis.
d. The bank will be deemed to have notice of 
Johnson’s mortgage and will take subject to 
the mortgage.
42. Nicks is a troublesome chain store furniture 
dealer. He constantly engaged in price cutting on widely 
advertised name products in order to lure customers to 
his store so that he could sell them other products. The 
“big three’’ manufacturers agreed that Nicks could no 
longer sell their products unless he ceased and desisted 
from such practices. Nicks refused and the three 
manufacturers promptly cut off his supply of their 
branded products. Which of the following is a correct 
statement?
Since a businessman has the freedom to 
choose with whom he will deal, the conduct in 
question is not illegal under the antitrust laws. 
If the harm to the public was minor, and the 
products were readily available from other ap­
pliance dealers in a market marked by free 
and open competition, there would be no 
violation of the law.
The conduct described is a joint boycott, and 
as such is illegal per se.
Since the conduct described was unilateral, 
and Nicks did not agree to stop his price cut­
ting, the manufacturers’ conduct is legal.
a.
b.
d.
41. Dunbar Dairy Farms, Inc., pursuant to an expan­
sion of its operations in Tuberville, purchased from 
Moncrief a 140-acre farm strategically located in the 
general area in which Dunbar wishes to expand. 
Unknown to Dunbar, Cranston, an adjoining land- 
owner, had fenced off approximately five acres of the 
land in question. Cranston installed a well, constructed 
a storage shed and garage on the fenced-off land, and 
continuously farmed and occupied the five acres for ap­
proximately 22 years prior to Dunbar’s purchase. 
Cranston did this under the mistaken belief that the five 
acres of land belonged to him. Which of the following is 
a correct answer in regard to the five acres occupied by 
Cranston?
a. Under the circumstances Cranston has title to 
the five acres.
b. As long as Moncrief had properly recorded a 
deed which includes the five acres in dispute, 
Moncrief had good title to the five acres.
At best, the only right that Cranston could ob­
tain is an easement.
If Dunbar is unaware of Cranston’s presence 
and Cranston has failed to record, Dunbar 
can oust him as a trespasser.
c.
d.
43. Gail Monet has decided to make certain gifts to 
her family. Her goal is to reduce her estate and income 
taxes. Which of the following need not be present in 
order for Monet to make valid gifts?
a. Monet must be competent to make the gifts in 
question.
b. Monet must have some purpose or motive 
other than, or in addition to, the mere saving 
of taxes.
c. There must be delivery of the gifts to the 
donees.
d. The gifts must be made voluntarily and with 
the requisite donative intent.
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44. James Gordon decided to create an inter vivos 
trust for the benefit of his grandchildren. He wished to 
bypass his own children, and to provide an independent 
income for his grandchildren. He did not, however, 
wish to completely part with the assets he would transfer 
to the trust. Therefore, he transferred the assets to the 
York Trust Company, in trust for the benefit of his 
grandchildren irrevocably for a period of 12 years. 
Which of the following is correct regarding the trust?
a. The trust will fail for want of a proper pur­
pose.
b. The trust income will not be taxable to 
Gordon during its existence.
c. Gordon retains beneficial title to the property 
transferred to the trust.
d. If Gordon demands the return of the trust 
assets prior to the 12 years, York must return 
them to him since he created the trust and the 
assets will eventually be his again.
45. The usual fire insurance policy does not
a. Have to meet the insurable interest test if this 
requirement is waived by the parties.
b. Provide for subrogation of the insurer to the 
insured’s rights upon payment of the amount 
of the loss covered by the policy.
c. Cover losses caused by the negligence of the 
insured’s agent.
Permit assignment of the policy prior to loss 
without the consent of the insurer.
d.
Items 46 and 47 are based on the following infor­
mation:
Martin is the trustee of the Baker Trust which has 
assets in excess of $1 million. Martin has engaged the 
CPA firm of Hardy & Fox to prepare the annual ac­
counting statement for the allocation of receipts and ex­
penditures between income and principal. The trust in­
denture provides that “receipts and expenses are to be 
allocated to income or principal according to law.’’
47. Which of the following receipts from real property 
should be allocated to principal?
a. An unexpected payment of nine months’ 
arrears in rental payments.
b. A six-month prepayment of rent.
c. Insurance proceeds for the destruction of a 
garage on one of the properties.
d. Interest on a purchase money mortgage aris­
ing from the sale of a parcel of the trust’s real 
property.
48. Yeats Manufacturing is engaged in the manufac­
ture and sale of convertible furniture in interstate com­
merce. Yeats’ manufacturing facilities are located in a 
jurisdiction which has a compulsory workmen’s com­
pensation act. Hardwood, Yeats’ president, decided 
that the company should, in light of its safety record, 
choose to ignore the requirement of providing 
workmen’s compensation insurance. Instead, 
Hardwood indicated that a special account should be 
created to provide for such contingencies. Basset was 
severely injured as a result of his negligent operation of 
a lathe which accelerated and cut off his right arm. In 
assessing the potential liability of Yeats, which of the 
following is a correct answer?
a. Federal law applies since Yeats is engaged in 
interstate commerce.
Yeats has no liability, since Basset negli­
gently operated the lathe.
Since Yeats did not provide workmen’s com­
pensation insurance, it can be sued by Basset 
and cannot resort to the usual common law 
defenses.
Yeats is a self-insurer, hence it has no liability 
beyond the amount of the money in the in­
surance fund.
b.
c.
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46. Which of the following receipts should be 
allocated to income?
a. Rights to subscribe to shares of the 
distributing corporation.
b. Sale of rights to subscribe to shares of the 
distributing corporation.
c. A 2% stock dividend.
d. Rights to subscribe to shares of another cor­
poration.
Business Law
49. The federal Social Security Act applies in general 
to both employers and employees. Hexter Manufactur­
ing is a small business as defined by the Small Business 
Administration. Regarding Hexter’s relationship to the 
requirements of the Social Security Act, which of the 
following is correct?
a. Since Hexter is a small business, it is exempt 
from the Social Security Act.
b. Social Security payments made by Hexter’s 
employees are tax deductible for federal in­
come tax purposes.
c. Hexter has the option to be covered or ex­
cluded from the provisions of the Social 
Security Act.
d. The Social Security Act applies to both Hexter 
and its employees.
50. Ozgood is a principal and Flood is his agent. 
Ozgood is totally dissatisfied with the agency relation­
ship and wishes to terminate it. In which of the follow­
ing situations does Ozgood not have the power to ter­
minate the relationship?
a. Ozgood and Flood have agreed that their 
agency is irrevocable.
b. Flood has been appointed as Ozgood’s agent 
pursuant to a power of attorney.
c. Flood is an agent coupled with an interest.
d. The agency agreement is in writing and pro­
vides for a specific duration which has not 
elapsed.
Number 2 (Estimated time-----25 to 30 minutes)
Part a. Fairfax Corporation was created on April 
2, 1979. Its initial capitalization consisted of (1) 5,000 
shares of no-par voting common stock which it sold to 
subscribers at $20 a share; (2) 1,0 0 shares of 
cumulative, non-voting, 8%, $100 par value, preferred 
stock which it sold at $100 per share; and (3) 2,000 
20-year debentures with a face value of $1,000 each, in­
terest at 10%, which it sold at a 5% discount. All 
securities were sold for cash during April 1979. At a 
meeting on May 15, 1979, the board of directors voted 
to increase the capital surplus of the corporation by 
transferring to capital surplus $19 per share of the $20 
per share originally credited to stated capital upon the 
sale of the no-par common stock.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What is the stated capital of the Fairfax Corpora­
tion as of May 16, 1979?
Part b. The directors of Despard & Company, 
Inc., are considering several alternatives to their usual 
declaration of a cash dividend. The cost of borrowing 
money has become prohibitive and the directors would 
prefer to retain the cash to further the corporation’s ex­
pansion plans. The following possibilities have been 
suggested:
• A dividend to each shareholder consisting of 
60% treasury stock and 40% cash.
• A stock dividend declared and paid in its own 
authorized and unissued $1.00 par value common 
shares.
• A 2-for-1 split-up of the issued shares of the 
$1.00 par value common shares. Par value would be 
changed from $1.00 to $0.50.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
1. Separately analyze and discuss the legal impact 
of each of these possibilities from the standpoint of the 
corporate requirements (ignore accounting entries) that 
must be met and the effect that each would have upon 
the stated capital of the corporation.
2. What is the federal income tax effects or im­
plications to the shareholder as to each of the above 
possibilities?
3. What is the federal income tax consequence if 
the corporation continuously elects not to pay any cash 
dividends?
Part c. The United States Justice Department 
commenced a criminal action against Sky Manufactur­
ing Corporation and its president, Masterson, for con­
spiring to fix prices on the sale of certain heavy in­
dustrial machinery. Both the corporation and 
Masterson denied the allegations. After a lengthy trial, 
the jury found that although a conspiracy did exist 
among certain manufacturers, neither Sky nor 
Masterson were parties to the illegal conspiracy. The 
cost to the corporation to defend the action against it 
was $500,000. Masterson’s individual legal fees and ex­
penses amounted to $250,000 of which Sky has paid 
$50,000 directly. Masterson seeks indemnification for 
the remaining $200,000.
Heinz, a dissenting shareholder of Sky, advised the 
board of directors that payment by the corporation of 
any of Masterson’s expenses was improper. In the event 
no action is taken to recover the $50,000 already ad­
vanced, Heinz will commence a shareholder derivative 
action against Masterson. Furthermore, unless the 
board unequivocally promises not to indemnify Master- 
son for the unpaid balance of his legal expenses, Heinz 
will seek injunctive relief.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
What rights and limitations apply to Sky’s payment 
of Masterson’s legal fees and expenses in defending the 
criminal action brought against him?
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Part a. Glasco Machinery and Manufacturing, 
Inc., sells industrial machinery to various customers on 
credit terms of 20% down and three-month promissory 
notes for the balance.
Glasco was experiencing severe financial difficulty 
and desperately needed a loan for working capital and 
to stave off persistent creditors. Its bank insisted upon 
security for any loan it might make. Glasco agreed to 
pledge $25,000 of its customer’s promissory notes as 
collateral for a $20,000 demand loan. The notes pledged 
included some which Glasco knew had been received on 
sales of defective machinery and several notes which 
Glasco’s president forged in anticipation of future 
shipments to customers.
After a short time Glasco’s president saw that 
detection was inevitable, withdrew all funds in the bank, 
and absconded with the cash. The bank is seeking to en­
force payment of the notes against the various parties.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Discuss the bank’s rights, if any, to collection on 
the various promissory notes.
Part b. Grover had an $80 check payable to the 
order of Parker that Parker had indorsed in blank. The 
check was drawn by Madison on State Bank. Grover 
deftly raised the amount to $800 and cashed it at Friend­
ly Check Cashing Company. Friendly promptly 
presented it at State Bank where it was dishonored as an 
overdraft. Grover has been apprehended by the police 
and is awaiting trial. He has no known assets. Friendly 
is seeking collection on the instrument against any or all 
of the other parties involved.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Will Friendly recover against Madison, State Bank, 
or Parker?
Number 3 (Estimated t im e ----- 20 to 25 minutes) Part c. Horn Audio purchased some audio com­
ponents from Samuels Sounds. The high quality audio 
components were to be used by Horn in its expensive 
customized sound systems to be sold to its customers. 
Samuels fraudulently substituted a large number of 
reconditioned audio components for the new ones that 
Horn was shown and believed he had purchased. In pay­
ment of the purchase, Horn executed and delivered the 
following instrument to Samuels:
January 8 ,  1979
For value received, Horn Audio promises to 
pay Three Thousand Dollars ($3,000.00) to 
the order of Samuels Sounds, two weeks 
after their receipt and out of the proceeds 
from the resale of the audio components this 
day purchased from Samuels Sounds and 
used as major components in the customized 
sound systems sold to our customers.
  Horn Audio
Samuels transferred the instrument to Wilmont for 
value by signing it on the back and delivering it to him. 
Wilmont had no knowledge of the fraudulent substitu­
tion of the audio components by Samuels. Several 
months later, Wilmont presented the instrument to the 
maker for payment. Horn refused to pay the instrument 
alleging fraud and breach of warranty. Furthermore, 
Horn stated that all the audio components were re­
turned to Samuels immediately upon discovery of the 
facts. Wilmont has commenced legal action against 
Horn on the instrument.
Required: Answer the following, setting forth reasons
for any conclusions stated.
Will Wilmont prevail in his legal action against 
Horn on the instrument?
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Part a. The King Surety Company, Inc., wrote a 
performance bond for Allie Stores, Inc., covering the 
construction of a department store. Rapid Construction 
Company, the department store contractor, is a general 
contractor and is simultaneously working on several 
buildings. Until the entire building is completed, the 
bond contained a provision that obligated Allie to 
withhold 20% of the progress payments to be made to 
Rapid at various stages of completion. After approx­
imately two-thirds of the project had been satisfactorily 
completed, Rapid pleaded with Allie to release the 20% 
withheld to date. Rapid indicated that he was having a 
cash flow problem and unless funds were released to 
satisfy the demands of suppliers, workmen, and other 
creditors, there would be a significant delay in the com­
pletion date of the department store. Rapid claimed that 
if the 20% withheld were released, the project could be 
completed on schedule. Allie released the amounts 
withheld. Two weeks later Rapid abandoned the pro­
ject, citing as its reason rising cost which made the con­
tract unprofitable. Allie has notified King of the facts 
and demands that either King complete the project or 
respond in damages. King denies liability on the surety 
bond.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Who will prevail?
Part b. Barclay Surety, Inc., is the surety on a 
construction contract that the Gilmore Construction 
Company made with Shadow Realty, Inc. By the terms 
of the surety obligation, Barclay is not only bound to 
Shadow, but also is bound to satisfy materialmen and 
laborers in connection with the contract. Gilmore 
defaulted, and Barclay elected to complete the project 
and pay all claims and obligations in connection with 
the contract, including all unpaid materialmen and 
laborers’ claims against Gilmore. The total cost to com­
plete exceeded the construction contract payments 
Barclay received from Shadow. Some of the 
materialmen who were satisfied had either liens or 
security interests against Gilmore. Gilmore has filed a 
voluntary bankruptcy petition.
Required: Answer the following, setting forth
reasons for any conclusions stated.
What rights does Barclay have as a result of the 
above facts?
Number 4 (Estimated tim e----- 20 to 25 minutes)
Part a. Marcall is a limited partner of Guarcross, 
a limited partnership, and is suing a CPA firm which 
was retained by the limited partnership to perform 
auditing and tax return preparation services. Guarcross 
was formed for the purpose of investing in a diversified 
portfolio of risk capital securities. The partnership 
agreement included the following provisions:
Number 5 (Estimated tim e----- 20 to 25 minutes)
The initial capital contribution of each 
limited partner shall not be less than 
$250,000; no partner may withdraw any part 
of his interest in the partnership, except at 
the end of any fiscal year upon giving written 
notice of such intention not less than 30 days 
prior to the end of such year; the books and 
records of the partnership shall be audited as 
of the end of the fiscal year by a certified 
public accountant designated by the general 
partners; and proper and complete books of 
account shall be kept and shall be open to in­
spection by any of the partners or his or her 
accredited representative.
Marcall’s claim of malpractice against the CPA 
firm centers on the firm’s alleged failure to comment, in 
its audit report, on the withdrawal by the general part­
ners of $2,000,000 of their $2,600,000 capital invest­
ment based on back-dated notices, and the lumping 
together of the $2,000,000 withdrawals with $49,0()0 in 
withdrawals by limited partners so that a reader of the 
financial statement would not be likely to realize that 
the two general partners had withdrawn a major portion 
of their investments.
The CPA firm’s contention is that its contract was 
made with the limited partnership, not its partners. It 
further contends that since the CPA firm had no privity 
of contract with the third party limited partners, the 
limited partners have no right of action for, negligence.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Discuss the various theories Marcall would rely 
upon in order to prevail in a lawsuit against the CPA 
firm.
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Part b. Farr & Madison, CPAs, audited 
Glamour, Inc. Their audit was deficient in several 
respects:
• Farr and Madison failed to verify properly cer­
tain receivables which later proved to be fictitious.
• With respect to other receivables, although they 
made a cursory check, they did not detect many ac­
counts which were long overdue and obviously uncol­
lectible.
• No physical inventory was taken of the 
securities claimed to be in Glamour’s possession, which 
in fact had been sold. Both the securities and cash 
received from the sales were listed on the balance sheet 
as assets.
There is no indication that Farr & Madison actually 
believed that the financial statements were false. Subse­
quent creditors, not known to Farr & Madison, are now 
suing based upon the deficiencies in the audit described 
above. Farr and Madison moved to dismiss the lawsuit 
against it on the basis that the firm did not have actual 
knowledge of falsity and therefore did not commit 
fraud.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
May the creditors recover without demonstrating 
Farr & Madison had actual knowledge of falsity?
Part c. The Bigelow Corporation decided to 
liquidate. A board member suggested the possibility of 
electing a one calendar month liquidation pursuant to 
section 333 of the Internal Revenue Code. In order to 
determine whether this type of liquidation was 
desirable, Bigelow engaged Fanslow & Angelo, CPAs, 
to perform a tax analysis of the corporation’s data and 
figures to ascertain the amount of dividend per share 
that would be taxable as dividend income to the 
shareholders if this method of liquidation were elected. 
Such a determination is largely dependent on the 
amount of earnings and profits present, both current 
and historical.
In making the computation, Fanslow and Angelo 
treated retained earnings as stated in the financial 
statements as earnings and profits for tax purposes. 
However, on two prior occasions transfers were made 
from retained earnings to stated capital upon the is­
suance of stock dividends. The result of failure to adjust 
earnings and profits to reflect these transfers was to 
understate the amount of taxable dividend income per 
share by some $20 per share.
Required: Answer the following, setting forth reasons 
for any conclusions stated.
Do Fanslow & Angelo have any liability under the 
above-stated facts?
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and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
November 9, 1979; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. I ........................................................................  90
No. 2 ...........................................................................................  20
No. 3 ...........................................................................................  15
No. 4 ...........................................................................................  15
No. 5 ...........................................................................................  15
No. 6 ...........................................................................................
Total.................................................................................... 170
105
25
20
20
20
20
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INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “ continued” at the bottom of the 
page. Number pages consecutively. For instance, if 
12 pages are used for your answers, they should be 
numbered 1 through 12. The printed answer sheet 
provided for the objective-type items should be 
considered to be Page 1.
2. Answer all objective-type items on the printed 
answer sheet provided for that purpose. It is to 
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get 
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity 
of expressing opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test 
the candidate’s knowledge and application of the 
subject matter, the ability to organize and present 
such knowledge in acceptable written language 
will be considered by the examiners.
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Instructions
Select the best answer for each of the following 
items relating to a variety of issues in accounting. Use a 
soft pencil, preferably No. 2, to blacken the appropriate 
circle on the separate printed answer sheet to indicate 
your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The financial statement which summarizes the 
results of operations is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.
Number 1 (Estimated tim e----- 90 to 105 minutes) 3. Information prior to the issuance of the financial 
statements indicates that it is probable that, at the date 
of the financial statements, a liability has been incurred 
for obligations related to product warranties. The 
amount of the loss involved can be reasonably 
estimated. Based on the above facts, an estimated loss 
contingency should be
a. Accrued.
b. Disclosed but not accrued.
c. Neither accrued nor disclosed.
d. Classified as an appropriation of retained 
earnings.
An accrued expense is an expense
a. Incurred but not paid.
b. Incurred and paid.
c. Paid but not incurred.
d. Not reasonably estimable.
Answer Sheet
99.  
Items to be Answered
1. When the interest payment dates of a bond are 
May 1 and November 1, and a bond issue is sold on 
June 1, the amount of cash received by the issuer will be
a. Decreased by accrued interest from June I to 
November 1.
b. Decreased by accrued interest from May 1 to 
June 1.
c. Increased by accrued interest from June 1 to 
November 1.
d. Increased by accrued interest from May 1 to 
June 1.
2. Abbot Co. is being sued for illness caused to local 
residents as a result of negligence on the company’s part 
in permitting the local residents to be exposed to highly 
toxic chemicals from its plant. Abbot’s lawyer states 
that it is probable that Abbot will lose the suit and be 
found liable for a judgment costing Abbot anywhere 
from $500,000 to $2,500,000. However, the lawyer 
states that the most probable cost is $1,000,000. As a 
result of the above facts, Abbot should accrue
a. A loss contingency of $500,000 and disclose
an additional contingency of up to
$2,000,000.
b. A loss contingency of $1,000,000 and disclose
an additional contingency of up to
$1,500,000.
c. A loss contingency of $1,000,000 but not 
disclose any additional contingency.
d. No loss contingency but disclose a contin­
gency of $500,000 to $2,500,000.
5. Under what condition is it proper to recognize 
revenues prior to the sale of the merchandise?
a. When the ultimate sale of the goods is at an 
assured sales price.
b. When the revenue is to be reported as an in­
stallment sale.
c. When the concept of internal consistency (of 
amounts of revenue) must be complied with.
d. When management has a long-established 
policy to do so.
6. When treasury stock is purchased for more than 
the par value of the stock and the cost method is used to 
account for treasury stock, what account(s) should be 
debited?
a. Treasury stock for the par value and addi­
tional paid-in capital for the excess of the pur­
chase price over the par value.
b. Additional paid-in capital for the purchase 
price.
c. Treasury stock for the purchase price.
d. Treasury stock for the par value and retained 
earnings for the excess of the purchase price 
over the par value.
7. At the date of the financial statements, common 
stock shares issued would exceed common stock shares 
outstanding as a result of the
a. Declaration of a stock split.
b. Declaration of a stock dividend.
c. Purchase of treasury stock.
d. Payment in full of subscribed stock.
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8. The vested benefits of an employee in a pension 
plan represent
a. Benefits to be paid to the retired employee in 
the current year.
b. Benefits to be paid to the retired employee in 
the subsequent year.
c. Benefits accumulated in the hands of an in­
dependent trustee.
d. Benefits that are not contingent on the 
employee’s continuing in the service of the 
employer.
9. Which of the following principles best describes 
the current method of accounting for research and 
development costs?
a. Associating cause and effect.
b. Systematic and rational allocation.
c. Income tax minimization.
d. Immediate recognition as an expense.
10. At what translation rates should the following 
balance sheet accounts in foreign statements be 
translated into United States dollars?
Equipment
Accumulated 
Depreciation o f 
Equipment
a. Current Current
b. Current Average for year
c. Historical Current
d. Historical Historical
14. Rent revenue collected one month in advance 
should be accounted for as
a. Revenue in the month collected.
b. A current liability.
c. A separate item in stockholders’ equity.
d. An accrued liability.
15. The percentage-of-completion method of ac­
counting for long-term construction-type contracts is 
preferable when
a. Estimates of costs to complete and extent of 
progress toward completion are reasonably 
dependable.
b. The collectibility of progress billings from the 
customer is reasonably assured.
c. A contractor is involved in numerous pro­
jects.
d. The contracts are of a relatively short dura­
tion.
16. In order to be classified as an extraordinary item in 
the income statement, an event or transaction should be
a. Infrequent and material; but it need not be 
unusual in nature.
b. Unusual in nature and material; but it need 
not be infrequent.
c. Unusual in nature, infrequent, and material.
d. Unusual in nature and infrequent; but it need 
not be material.
11. In accounting for a long-term construction-type 
contract using the percentage-of-completion method, 
the gross profit recognized during the first year would 
be the estimated total gross profit from the contract 
multiplied by the percentage of the costs incurred during 
the year to the
a. Total costs incurred to date.
b. Total estimated cost.
c. Unbilled portion of the contract price.
d. Total contract price.
12. In a lease that is appropriately recorded as a direct 
financing lease by the lessor, unearned income
a. Should be amortized over the period of the 
lease using the interest method.
b. Should be amortized over the period of the 
lease using the straight-line method.
c. Does not arise.
d. Should be recognized at the lease’s expiration.
13. When bad debt expense is estimated on the basis of 
the percentage of past actual losses from bad debts to 
past net credit sales, and this percentage is adjusted for 
anticipated conditions, the accounting concept of
a. Matching is being followed.
b. Matching is not being followed.
c. Substance over form is being followed.
d. Going concern is not being followed.
17. Which of the following requires intraperiod tax 
allocation?
a. Extraordinary gains or losses as defined by the 
Accounting Principles Board.
That portion of dividends reduced by the 
dividends received deduction by corporations 
under existing federal income tax law.
The excess of accelerated depreciation used 
for tax purposes over straight-line deprecia­
tion used for financial reporting purposes. 
All differences between taxable income and 
financial statement earnings.
b.
c.
18.
the
One of the basic features of financial accounting is
a. Direct measurement of economic resources 
and obligations and changes in them in terms 
of money and sociological and psychological 
impact.
b. Direct measurement of economic resources 
and obligations and changes in them in terms 
of money.
c. Direct measurement of economic resources 
and obligations and changes in them in terms 
of money and sociological impact.
d. Direct measurement of economic resources 
and obligations and changes in them in terms 
of money and psychological impact.
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19. Which of the following is an example of the con­
cept of conservatism?
a. Stating inventories at the lower of cost or 
market.
b. Stating inventories using the FIFO method in 
periods of rising prices.
c. Using the percentage-of-completion method 
in the first year of a long-term construction 
contract.
d. Using the interest method instead of the 
straight-line method to record interest in the 
first year of a long-term receivable.
20. The past service costs in a pension plan
a. Should be charged to income in the year of the 
inception of the pension plan.
b. Should be funded in the year of the inception 
of the pension plan.
c. Represent pension cost assigned to years prior 
to the current balance sheet date.
d. Represent pension cost assigned to years prior 
to the inception of the pension plan.
21. APB Opinion No. 8 sets minimum and maximum 
limits on the annual provision for pension cost. An 
amount that is always included in the calculation of 
both the minimum and maximum limit is
a. Amortization of past service cost.
b. Normal cost.
c. Interest on unfunded past and prior service 
costs.
d. Retirement benefits paid.
22. Which of the following is the appropriate basis for 
valuing fixed assets acquired in a business combination 
accounted for as a purchase carried out by exchanging 
cash for common stock?
a. Fair value.
b. Book value.
c. Cost plus any excess of purchase price over 
book value of asset acquired.
d. Historic cost.
23. Conditions warranted that a company have a 
quasi-reorganization. Immediately after the quasi­
reorganization, the retained earnings account
a. Has a zero balance.
b. Remains the same as it was before the quasi­
reorganization.
c. Is frozen and dated, and subsequent 
transactions will be shown separately.
d. Has a debit balance equal to the write-down 
of the assets which were overstated.
24. In current value (fair value) financial statements
a.  General price-level gains or losses are
recognized on net monetary items.
b. Amounts are always stated in common pur­
chasing power units of measurements.
c. All balance sheet items are different in 
amount than they would be in a historical-cost 
balance sheet.
d. Holding gains are recognized.
25. The profitability information that should be 
reported for each reportable segment of a business 
enterprise consists of
a. An operating profit or loss figure consisting 
of segment revenues less traceable costs and 
allocated common costs.
An operating profit or loss figure consisting 
of segment revenues less traceable costs but 
not allocated common costs.
An operating profit or loss figure consisting 
of segment revenues less allocated common 
costs but not traceable costs.
Segment revenues only.
26. If all other conditions for consolidation are met, 
how should subsidiaries acquired in a business combina­
tion be shown under each of the following methods?
b.
c.
d.
Purchase
Pooling o f  
Interests
a. Consolidated Not Consolidated
b. Consolidated Consolidated
c. Not Consolidated Consolidated
d. Not Consolidated Not Consolidated
27. Continuation of an accounting entity in the 
absence of evidence to the contrary is an example of the 
basic concept of
a. Accounting entity.
b. Consistency.
c. Going concern.
d. Substance over form.
28. Presenting consolidated financial statements this 
year when statements of individual companies were 
presented last year is
a. A correction of an error.
b. An accounting change that should be reported 
prospectively.
c. An accounting change that should be reported 
by restating the financial statements of all 
prior periods presented.
d. Not an accounting change.
29. When computing primary earnings per share, 
common stock equivalents are
a. Ignored.
b. Recognized whether they are dilutive or anti­
dilutive.
c. Recognized only if they are anti-dilutive.
d. Recognized only if they are dilutive.
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30. When the market value of a company’s current 
marketable equity securities portfolio is lower than its 
cost, the difference should be
a. Accounted for as a liability.
b. Disclosed and described in a footnote to the 
financial statements but not accounted for.
c. Accounted for as a valuation allowance 
deducted from the asset to which it relates.
d. Accounted for separately in the shareholders’ 
equity section of the balance sheet.
31. If the fixed costs for a product decrease and the 
variable costs (as a percentage of sales dollars) decrease, 
what will be the effect on the contribution margin ratio 
and the breakeven point, respectively?
Contribution 
Margin Ratio
Breakeven
Point
a. Decreased Increased
b. Increased Decreased
c. Decreased Decreased
d. Increased Increased
32. In deciding whether to manufacture a part or buy 
it from an outside vendor, a cost that is irrelevant to the 
short-run decision is
a. Direct labor.
b. Variable overhead.
c. Fixed overhead that will be avoided if the part 
is bought from an outside vendor.
d. Fixed overhead that will continue even if the 
part is bought from an outside vendor.
33. One of the accepted methods of accounting for a 
by-product is to recognize the value of the by-product as 
it is produced. Under this method, inventory costs for 
the by-product would be based on
a. An allocation of some portion of joint costs 
but not any subsequent processing costs.
b. Neither an allocation of some portion of joint 
costs nor any subsequent processing costs. 
Subsequent processing costs less an allocation 
of some portion of joint costs.
An allocation of some portion of joint costs 
plus any subsequent processing costs.
c.
d.
34. If the amount of spoilage in a manufacturing pro­
cess is abnormal, it should be classified as a
a. Deferred charge.
b. Joint cost.
c. Period cost.
d. Product cost.
35. Factory overhead includes
a. All manufacturing costs.
b. All manufacturing costs, except direct 
materials and direct labor.
c. Indirect materials but not indirect labor.
d. Indirect labor but not indirect materials.
36. A company buys a certain part for its manufactur­
ing process. In order to determine the optimum size of a 
normal purchase order, the formula for the economic 
order quantity (EOQ) is used. In addition to the annual 
demand, what other information is necessary to com­
plete the formula?
a. Cost of placing an order, and annual cost of 
carrying a unit in stock.
b. Cost of the part, and annual cost of carrying a 
unit in stock.
c. Cost of placing an order.
d. Cost of the part.
37. Simple regression analysis involves the use of
a. One variable.
b. Two variables.
c. Three variables.
d. More than three variables.
38. Program evaluation review technique (PERT) is a 
system which uses
a. Least squares method.
b. Linear programming.
c. Economic order quantity formula.
d. Network analysis and critical path methods.
39. On May 1, 1979, a company sold some machinery 
to another company. The two companies entered into 
an installment sales contract at a predetermined interest 
rate. The contract required five equal annual payments 
with the first payment due on May 1, 1979. What pre­
sent value concept is appropriate for this situation?
a. Present value of an annuity due of $1 for five 
periods.
b. Present value of an ordinary annuity of $1 for 
five periods.
c. Future amount of an annuity of $1 for five 
periods.
d. Future amount of $1 for five periods.
40. A company manufactures two models, X and Y. 
Model X is processed 4 hours in the machining depart­
ment and 2 hours in the polishing department. Model Y 
is processed 9 hours in the machining department and 6 
hours in the polishing department. The available time 
for processing the two models is 200 hours a week in the 
machining department and 180 hours a week in the 
polishing department. The contribution margins ex­
pected are $10 for Model X and $14 for Model Y. How 
would the restriction (constraint) for the polishing 
department be expressed?
a. 2X + 6Y ≤  180.
b. 6X + 15Y≤ 180.
c. 2(10X) + 6(14Y) ≤  180.
d. 10X 14Y≤  180.
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41. Repairs that have been made for a governmental 
unit, and for which a bill has been received, should be
recorded in the General Fund as an
a. Appropriation.
b. Encumbrance.
c. Expenditure.
d. Expense.
42. Under the modified accrual basis of accounting, 
which of the following taxes is usually recorded before it 
is received in cash?
a. Property.
b. Income.
c. Gross receipts.
d. Gift.
49. When a truck is received by a governmental unit, it 
should be recorded in the General Fund as a (an)
a. Appropriation.
b. Encumbrance.
c. Expenditure.
d. Fixed asset.
50. How should wages that have been earned by the 
employees of a governmental unit, but not paid, be 
recorded in the General Fund?
a. Appropriation,
b. Encumbrance.
c. Expenditure.
d. Expense.
43. Which fund is not an expendable fund?
a. Capital projects.
b. General.
c. Special revenue.
d. Intragovernmental service.
44. Encumbrances would not appear in which fund?
a. Capital projects.
b. Special revenue.
c. General.
d. Enterprise.
45. Interest expense on bonds payable should be 
recorded in a Debt Service Fund
a. At the end of the fiscal period if the interest 
due date does not coincide with the end of the 
fiscal period.
b. When bonds are issued.
c. When legally payable.
d. When paid.
46. An expenditures account appears in
a. The general fixed-assets group of accounts.
b. The general long-term debt group of ac­
counts.
c. A special revenue fund.
d. An intragovernmental service fund.
47. Which of the following steps in the acquisition of 
goods and services occurs first?
a. Appropriation.
b. Encumbrance.
c. Budget.
d. Expenditure.
48. Which of the following terms refers to an actual 
cost rather than an estimate?
a. Expenditure.
b. Appropriation.
c. Budget.
d. Encumbrance.
Number 2 (Estimated tim e-----20 to 25 minutes)
Part a. When a company has a policy of making 
sales for which credit is extended, it is reasonable to 
expect a portion of those sales to be uncollectible. 
As a result of this, a company must recognize bad debt 
expense. There are basically two methods of recognizing 
bad debt expense: (1) direct write-off method, and (2) 
allowance method.
Required:
1. Describe fully both the direct write-off method 
and the allowance method of recognizing bad debt ex­
pense.
2. Discuss the reasons why one of the above 
methods is preferable to the other and the reasons why 
the other method is not usually in accordance with 
generally accepted accounting principles.
Part b. For numerous reasons a corporation may 
reacquire shares of its own capital stock. When a com­
pany purchases treasury stock, it has two options as to 
how to account for the shares: (1) cost method, and (2) 
par value method.
Required:
Compare and contrast the cost method with the par 
value method for each of the following:
Purchase of shares at a price less than par 
Purchase of shares at a price greater than par
1.
value.
2.
value.
3. Subsequent resale of treasury shares at a price 
less than purchase price, but more than par value.
4. Subsequent resale of treasury shares at a price 
greater than both purchase price and par value.
5. Effect on net income.
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Number 3 (Estimated time 15 to 20 minutes)
Generally accepted accounting principles require 
the use of accruals and deferrals in the determination of 
income.
Required:
a. How does accrual accounting affect the deter­
mination of income? Include in your discussion what 
constitutes an accrual and a deferral, and give ap­
propriate examples of each.
b. Contrast accrual accounting with cash accoun­
ting.
Number 4 (Estimated tim e-----15 to 20 minutes)
Part a. Deferred income taxes are required under 
generally accepted accounting principles. Accounting 
Principles Board Opinion No. 11 requires the use of the 
deferred method of comprehensive interperiod tax 
allocation. Two ways to account for timing differences 
under the deferred method are: (1) gross change 
method, and (2) net change method.
Required:
1. Describe the gross change method.
2. Describe the net change method.
Part b. Timely financial information is important 
to users of financial statements. As a result, many com­
panies produce financial information more frequently 
than annually.
Required:
1. How are revenues, costs and expenses 
recognized for interim reporting related to those 
recognized for year-end reporting?
2. How are income taxes recognized at interim 
dates?
When a business combination is effected by an ex­
change of common stock, the transaction is accounted 
for as a purchase or as a pooling of interests, depending 
on the circumstances. The methods are not optional and 
each yields significantly different results as to financial 
position and results of operations.
Required:
Discuss the supportive arguments for each of the 
following:
a. Purchase method.
b. Pooling of interests method.
Do not discuss in your answer the rules for 
distinguishing between a purchase and a pooling of in­
terests.
Number 6 (Estimated tim e----- 15 to 20 minutes)
Part a. Although direct costing is not a current 
generally accepted method of costing inventory for ex­
ternal reporting, it is useful for internal purposes.
Required:
1. Describe the difference between direct costing 
and the current generally accepted method of costing in­
ventory for external reporting.
2. Describe how a direct costing structure 
facilitates calculation of the contribution margin and 
the breakeven point.
Part b. The success of a standard cost system 
depends on the reliability, accuracy, and acceptance of 
the standards. Variances from the standards must be 
analyzed to ascertain why they occurred.
Required:
1. Describe the two standards that must be 
developed for materials cost and how the variances 
(both favorable and unfavorable) from these standards 
are calculated.
2. Describe the two standards that must be 
developed for labor cost and how the variances (both 
favorable and unfavorable) from these standards are 
calculated.
Number 5 (Estimated tim e----- 15 to 20 minutes)
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Accountant’s legal liability 
Audit
Auditor of statements accompanying registrations statement is 
required to review events between date of report and date of 
public sale or will be liable (M78L-3) 42
Brokerage firm— customers might have a common law action for 
negligence of the CPA or might prove liability under sec.
17 of Securities Exchange Act of 1934 (N78L-4) 95
Creditors of a bankrupt can recover from a CPA firm that issued 
an unqualified opinion on statements that had material 
inadequate disclosures relative to matters that eventually 
caused the bankruptcy (M78L-3) 42
Embezzlement—best defense is that the shortages were result of 
clever forgeries and collusive fraud which would not be 
detected by examination in accord with 
GAAS (N78L-l-3m) 86
Fraud
Auditor liable to creditor for issuance of false statements 
(knowingly presenting a capital lease as an operating 
lease) (M79L-2) 143
Auditor not liable to lessor whose own fraudulent actions led 
to his loss—secret agreement with lessee so that capital 
lease might appear to be operating 
lease (M79L-2) 143
Gross negligence— creditors may recover from CPA firm without 
showing actual knowledge of falsity; scienter requirement for 
action by third parties based on fraud satisfied by either 
reckless disregard for truth or gross negligence, both of 
which can be shown by failure to check existence of certain 
receivables, collectibility of others, existence of security 
investments, and lack of due care (N79L-5) 200
Limited partnership audit—privity in state of change and gradual 
erosion—in order to prevail against a CPA firm, a limited 
partner might assert third-party beneficiary doctrine that the 
duty of care extends to fixed, definable, and contemplated 
group whose conduct was to be governed by the audit, 
gross negligence, and general partners signing contract for 
each member of limited partnership (N79L-5) 199
Negligence
See Gross negligence above
Auditor liable to creditor for material misstatement of 
statements (capital lease presented as operating 
lease) (M79L-2) 143
CPA firm engaged to perform annual audit must not only 
exercise reasonable care, but also must possess at least 
that degree of accounting knowledge and skill expected of 
a CPA (N78L-l-2m) 86
Creditor can recover loss from auditor when engagement letter 
expressly indicated audit was for loan purposes, and an 
unqualified opinion was given in spite of facts that 
inventory was stated at cost (substantially in excess of 
fair market value), and that two secured creditors to 
whom material amounts were owed were not disclosed 
though their claims would take priority over the 
loan (M79L-2) 143
Accountant’s legal liability (cont.)
Privileged communication
Law does not recognize its existence between accountant and 
client in absence of specific statutory 
provision (N78L-l-4m) 86
Securities Act of 1933
Any materially false or misleading financial statements, 
including omission of material fact, provided purchaser 
proves such existed and the specific securities were the 
ones offered through the registration 
statement (N79L-l-29m) 192
Unqualified opinion on incorrect statements—best defense of 
four listed against third party purchaser of securities sold 
in interstate commerce, action had not been commenced 
within one year after the discovery of the material 
misrepresentation (N78L-1-11m) 87 
Securities Exchange Act of 1934— antifraud provisions of Sec. 
KKB) and Rule 10b-5 do not apply in customer suit against 
negligent CPA audit, because fraud is intentional and 
requires more than showing negligence (N78L-4) 95
Term “audit” should not be used on nonaudit 
engagements (M78A-2) 29
Working papers subpoenaed must be surrendered by CPA firm— 
even where privilege rule is applicable, it can only be 
claimed by client (M78L-3) 42
Tax preparation and analysis 
Tax analysis to determine taxable dividend per share if 
liquidate—treated retained earnings as in statements as 
earnings and profits for tax purposes without consideration 
of transfers on two occasions for stock dividends and 
negligent CPA firm would be liable for any interest and 
penalties imposed on shareholders and may be held liable 
for additional taxes incurred by shareholders as result of 
erroneous advice (N79L-5) 200
Tax return preparation
Common examples of negligence (M79L-2) 74
Damages awarded client may include penalties assessed,
interest assessed, no-longer-recoverable taxes erroneously 
paid, other costs directly resulting, and punitive 
damages (M79L-2) 143
Principal legal basis for liability of the firm and its employee 
(agent) (M79L-2) 143
Accountant’s report
Review of statements of a nonpublic entity 
Includes statement that all information in statements are 
representations of management, a statement describing 
principal procedures performed, and a statement describing 
conclusions based on the review, but not a statement that 
the review was in accord with 
GAAS (N79A-l-39m) 182
Accounting changes 
Change in accounting principle
Book value of machine computation one year after changing 
from straight-line to sum-of-the-years-digits
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Accounting changes 
Change in accounting principle (cont.)
depreciation (M79PI-3) 113
Conflicts with comparability (N78T-l-5m) 98
Cumulative effect o f change from double-declining-balance 
depreciation to straight-line, given the total amount of 
depreciation for prior years under each method and the 
income tax rate (M79PI-1-lm) 106 
Cumulative effect of change from straight-line to sum-of-the- 
years-digits depreciation (M79PI-3) 113
Cumulative effect o f change in depreciation method for all fixed 
assets reflected in current statements, comparative statements 
presented as before, recompute beginning retained earnings, 
effect on depreciation and accumulated depreciation, disclose 
effect for current period and on pro forma basis for all 
comparative statements presented, effect in each instance 
disclosed for income before extraordinary, net income, and 
all related per-share amounts, and footnote disclosure of 
nature and justification (M78T-7) 51
Depreciation
Computation of cumulative effect of change from accelerated 
to straight-line (M78PI-1-17m) 5
Double-declining-balance to straight-line— cumulative effect 
computation (M78PII-1-11m) 15 
Inventory— computation of net income resulting from change 
from FIFO to LIFO (M78PII-1-7m) 14
Change in estimate
Consistency standard does not apply (M78A-1-18m) 24
Depreciable lives are reflected in current and future periods, no 
cumulative effect shown or pro forma earnings data, affects 
depreciation and accumulated depreciation, footnote 
disclosure of effect on income before extraordinary, net 
income, and related per-share amounts (M78T-7) 51
No cumulative effect on prior years 
reported (N79PI-1-lm) 156 
No cumulative effect on prior years shown on income 
statement (N78PI-1-3m) 54
Record in current period and
prospectively (N78T-1-20m) 100
Remaining book value depreciated over remaining life, 
computation of first-year 
depreciation (N79PI-1-2m) 156
Change in reporting entity
Actually a change in accounting principle (M79T-7m) 147
Business combination is made using pooling of 
interests (M78T-1-6m) 45
Presenting consolidated financial statements this year when 
statements of individual companies were presented last 
year (N79T-1-28m) 204
Restate all prior-period statements, in initial set of statements 
after change disclose by footnote nature and reason, effect 
on consolidated statements, effect on earnings before 
extraordinary, net earnings, and related per-share amounts 
disclosed for all periods presented, disclosures not repeated 
subsequently (M78T-7) 51
Consistency
Change in estimate— standard does not 
apply (M78A-1-18m) 24
Consistency may be violated (N78T-1-4m) 98
Consistency standard applies to change in principle not generally 
accepted, change in reporting entity, and change in principle 
inseparable from a change in 
estimate (M78A-1-18m) 24
Accounting Principles Board (N78T-6) 103
Accounting Principles Board Statements 
See APB Statements
Accounts payable 
See a lso  Audit procedures
Auditor’s primary concern is that payables are not materially 
understated (N78A-1-12m) 76
Accounts receivable
See a lso  Allowance for doubtful accounts 
See a lso  Allowance for uncollectible accounts 
See a lso  Internal control 
Aging
Used to estimate credit losses (M79A-1-54m) 130
Allowance adjusting entry as result in loss experience 
rate (N78PII-3) 71
Allowance for uncollectible accounts
Computation of balance given beginning balance, write-offs, 
sales and percent of sales 
uncollectible (M78PII-1-9m) 15
Assigned
Computation of expenses resulting (M79PI-4) 113
Cash collections estimate during month computation, given
estimated credit sales for each of current and previous month, 
estimated collection percentage for each of the two months, 
and estimated collections in current month for credit sales 
prior to previous month (N79PI-2-22m) 160
Confirmation
Generally accepted auditing procedure (rather than principle, 
standard, or practice) (M78A-1-58m) 29
Lapping
Payments sent directly to depository bank is best of given 
procedures to prevent lapping (M78A-1-9m) 24
Large debits and small periodic credits might suggest 
consignments (N79A-1-57m) 184
Net realizable value would be balance of account less aged 
estimate o f uncollectibles (N78PI-1-16m) 68
Sold
Computation of expense (M79PI-4) 113
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Accrual accounting
Contrasted with cash accounting (N79T-3)
Going concern concept justifies accruals and 
deferrals (M78T-1-7m) 45
How it affects the determination of income, including what 
constitutes an accrual and a deferral with examples of 
each (N79T-3) 20 7
Incentive commission expense computation involving addition of 
amounts applicable to particular year ignoring item accrued in 
previous year (N78PII-1-2m) 65
Accrued expense
Incurred but not paid (N79T-1-4m) 
Not paid but are currently matched with 
earnings (M78T-1-17m) 46
202
Accrued interest
Collected on issuance of bonds between interest 
dates (N79T-1-lm) 202
Accumulated depreciation
Computation of amount taken under double-declining-balance
method over eight-and-one-half years of machine with expected 
useful life of ten years, amount which should be removed 
from accounts as machine was scrapped and utilized in 
determining book value (N79PII-3) 174
Computation of amount taken under straight-line method over three- 
and-one-half years o f machine with expected useful life of 
seven years, amount which should be removed from accounts 
as machine was sold and utilized in determining book 
value (N79PII-3) 174
Accounting Research Bulletins 
See ARBs
Accounting Research Studies 
See AICPA Accounting Research Studies
Advertising expense
Expenditures in August promoting subscriptions to skiing magazine 
with only two issues (October and November) should all be 
expensed on the quarterly income statement for the three 
months ended with December (N79PI-1-llm ) 158
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Agency
Agent violated express specific limit on authority
If principal rightfully disaffirms the contract, agent is personally 
liable to seller (N79L-1-33m) 193
Authority exceeded
Defense of seller who knew is principal effectively ratified
purchase by authorizing processing (M79L-1-40m) 141
Customer
No liability for agent of seller having auto accident taking 
personnel director of customer to softball 
game (N78L-3) 95
D el credere
Agent liable to principal in event agent’s customers fail to pay 
principal (M78L-1-4m) 32
Delegation by agent o f agent’s duties
Emergency and delegation necessary to meet the 
emergency (M78L-1-5m) 32
Duties o f principal to agent
Indemnify agent for liability for acts done in good faith on 
principal’s orders (M78L-1-3m) 32
Employee liable for his torts
Truck driver liable for fist fight when truck was double-parked in 
course of his job, despite fact employer may also be 
liable (N78L-3) 94
Employer liable for employee’s accident
Employee, apparently following instructions of employer to
accommodate customer where it would cost little and would 
build goodwill, has auto accident taking customer to softball 
game per customer’s request, and employer is 
liable (N78L-3) 95
Employer liable for employee’s torts
Employer of truck driver probably liable for fist fight o f driver 
when truck was double-parked in course o f his job, despite 
fact that employer is in no way personally at fault or has 
instructed driver to obey all traffic and parking rules and 
regulations (N78L-3) 94
Liable for damages from employee’s disregard o f instructions 
irrespective of efforts to prevent or employer’s reasonable 
care (M78L-1-lm) 32
Fiduciary duty owed by agent to his 
principal (M79L-1-45m) 142
Liability of principal
Purchasing agent went out of usual district and bought at 
prevailing price, which was above price directed by 
principal (M78L-1-10m) 34
Undisclosed principal
Customer may hold either principal or agent 
liable (M78L-1-2m) 32
Either liable on contracts for purchase of land within scope of 
the agency, including land purchased by mistake of 
agent (N79L-1-31m) 193
Nonexistent principal
Promoter of corporation to be organized liable as a party to the 
contract (M78L-4) 42
Termination
Principal has power to terminate even if  he and agent had
agreed agency was irrevocable, even if  agent was appointed 
pursuant to a power of attorney, and even if  agency 
agreement is in writing and provides for specific duration 
not elapsed, but does not have such power if agent is agent 
coupled with an interest (N79L-1-50m) 197
AICPA Accounting Research Studies 
Ethics does not require compliance (M78A-1-14m) 24
AICPA Code of Professional Ethics 
Accountant’s working papers not property of client
Extensive analysis of inventory prepared by client at auditor’s 
request are workpapers which belong to auditor and need 
not be furnished to client upon 
request (N79A-1-40m) 182
Attestation in public advertising
Auditor may permit client to present only the balance sheet 
along with an appropriately modified auditor’s report in a
AICPA Code of Professional Ethics 
Attestation in public advertising (cont.)
newspaper advertisement— CPA has already reported on the 
basic statements sent to 
stockholders (N79A-1-8m) 179
Confidential client information
Must refrain from disclosing where a major stockholder of client 
company seeks accounting information from the CPA after 
management declined to disclose (N78A-1-30m) 78
Not bound by ethics to refrain from disclosing where court 
orders CPA to present, where made available as part of a 
peer review authorized by the AICPA, or where a 
disciplinary body of a state CPA society requests 
confidential client information (N78A-1-30m) 78
Contingent fees
Professional services engagement should not have been accepted 
on contingent fee arrangement (M78A-2) 29
Discreditable acts
Retention of client records as a means of enforcing payment of 
overdue fee (M78A-1-38m) 27
Employee (internal auditor) not in public practice
For internal purposes examines and reports on potential
acquisition and should sign report, Rogers, Internal Auditor, 
rather than Rogers, CPA, or Rogers CPA (Internal Auditor), 
or Rogers, Internal Auditor (CPA) (N78A-1-54m) 81
Fees
Violated if  payable after a specified finding was attained, but not 
violated if a fee is fixed by a public authority, based on a 
price quotation submitted in competitive bidding, or if based 
on the results of judicial 
proceedings (N78A-1-40m) 79
Firm name
No violation where named Arthur, Barry, and Clark, CPAs 
(Clark died about five years ago; Arthur and Barry are 
continuing the firm), or where named Dave and Edwards, 
CPAs (the name of Fredricks, CPA, a third active partner, 
is omitted from the firm name), or where named Jones & 
Co., CPAs, P.C. (the firm is a professional corporation and 
has ten other stockholders who are all 
CPAs) (N78A-1-27m) 78
Violation where named George and Howard, CPAs (Howard died 
three years ago; George is continuing the firm as a sole 
proprietorship) (N78A-1-27m) 78
Generally accepted accounting principles
Required compliance with APB Opinions, FASB Interpretations, 
and ARBs, but not with AICPA Accounting Research 
Studies (M78A-1-14m) 24
Publications that qualify as statements of generally accepted
accounting principles include accounting interpretations issued 
by FASB, AICPA Accounting Research Bulletins, and 
Statements of Financial Standards issued by the FASB, but not 
accounting interpretations issued by the 
AICPA (N78A-1-33m) 79
Solicitation
Direct, uninvited solicitation of specific potential client 
prohibited (M78A-1-53m) 28
Allowance for doubtful accounts 
See a lso  Allowance for uncollectible accounts 
Balance of account computation (M79PI-4) 113
Expense previously accrued should be increased by a computed 
amount as a result of the allowance shown as needed by aging 
accounts, given beginning balance o f allowance, usual 
percentage of sales added at end of year, charged during year, 
and aging result (M79PII-1-12m) 118
Allowance for uncollectible accounts 
See a lso  Allowance for doubtful accounts 
Adjusting entry as result o f change in loss experience 
rate (N78PII-3) 71
Computation of balance given beginning balance, write-offs, sales 
and percent o f sales uncollectible (M78PII-1-9m) 15
American Institute o f Certified Public
Accountants (M79A-1-28m) 128,
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American Institute of Certified Public Accountants (cont.) 
(M79A-1-35m) 128, (N79A-1-15m) 179
Amortization
Goodwill matched on basis other than cause and 
effect (M78T-1-20m) 47
Schedule for first two years of bond discount on serial bonds using 
interest (effective rate) method (N78PI-3) 60
Straight-line normally recommended for 
intangibles (M78T-1-12m) 46
Analytical review 
See also Audit procedures
Substantive tests of finsmcial information by study and comparison 
of relationships among data (N79A-1-50m) 183
Antitrust
Acquisition
Acquisition of another corporation that acquiring corporation does 
not currently buy from, sell to, or compete with, likely to 
be declared illegal if there will be reciprocal buying and 
there is likelihood that other entrants into the market would 
be precluded (N79L-1-36m) 194
Acquisition substantially lessens competition in tri-state 
area (M79L-1-41m) 142
Court would grant injunction, if Justice Department sought one, 
where manufacturer with 35% of market attempts to acquire 
controlling interest in competitor with 40% of 
market (N78L-1-5m) 87
Boycott
Joint—illegal per se where manufacturers agreed not to sell their 
products to price-cutting dealer (N78L-1-lm) 81
Conspiring with major competitor to fix prices
Sanctions include treble damages, seizure of property illegally 
shipped in interstate commerce, and fines against corporation 
and fines and imprisonment of its officers, but not 
suspension of corporate right to engage in interstate 
commerce (N79L-1-21m) 191
Corporations ceased marketing in geographical territories where 
more advantageous for the other (M78L-1-7m) 33
Illegalities
Include maintaining the resale price for far superior machines 
sold to distributors, requiring purchasers of the far superior 
machine to buy front seller all their other commonplace 
supplies connected with use of that machine, and boycotting 
with other appliance manufacturers to eliminate a 
troublesome discounter, but not obtaining a near total 
monopolization of the market as a result of the patent on 
the far superior machine (N79L-1-35m) 194
Include price-fixing with competitors, brokerage commissions to 
purchasers of goods, and participation in a plan suggested 
by the trade association aimed at territorial allocations of 
markets to cut costs, but not charging price aimed at 
maximizing profits based upon economic analysis of supply 
and demand for its profits (N79L-1-34m) 194
Interlocking directorate violation (M78L-1-7m) 33
Joint boycott of troublesome discounter is illegal per 
se (N79L-1-42m) 195
Minimum price-resale-maintenance agreements, though reasonable 
and willingly accepted by distributors, subject to the per se 
illegality rule (N78L-1-6m) 87
Monopolizing off-shore drilling business
Best defense is that defending company’s market share is such 
that it does not have the power to fix prices or to exclude 
competitors (N79L-1-37m) 194
Monopoly
Company with patented product that is a major breakthrough 
may sell the product at whatever the traffic will bear even 
though it has a monopoly (M79L-1-46m) 142
Price discrimination
Defense that lower prices to wholesalers and jobbers than to 
retailers because the discounts are functional is likely to 
prevail (M78L-1-9m) 33
Antitrust
Price discrimination (cont.)
Harmful to company when its competitor purchases from same 
manufacturer at lower price (M79L-1-42m) 142
Price fixing by retailers
Illegal even though price is reasonable (M78L-1-12m) 34
Sanctions, penalties, or liabilities to which a corporation and its 
officer may be subject upon being found guilty of widespread 
price fixing with competitors include fines and imprisonment 
imposed against principal officers responsible, fines imposed 
on the corporation, and treble damages to third parties, but 
not prohibition from engaging in sale of product in interstate 
commerce for not more than six 
months (N78L-1-12m) 88
Tying arrangement illegal
Requiring purchasers to buy other products to obtain the product 
over which seller has almost complete market 
control (N79L-1-6m) 188
APB Opinions
Ethics requires compliance (M78A-1-14m) 24
No. 8 (M78T-4) 50, (N78Pn-1-14m) 67,
(N78PII-1-15m) 67, (N78T-1-16m) 99,
(M79Pn-1-l8m) 118, (M79T-1-8m) 147,
(M79T-2) 151, (N79T-1-8m) 203,
(N79T-1-20m) 204, (N79T-1-21m) 204
No. 9 (M79T-2) 152
No. 11 (M78T-1-24m) 47, (N78T-1-14m) 99,
(M79PI-1-2m) 106, (M79T-1-9m) 148,
(M79T-1-14m) 148, (M79T-2) 151,
(N79PI-1-12m) 158, (N79PII-1-12m) 169,
(N79T-1-17m) 203, (N79T-4) 207
No. 14 (M78PII-1-5m) 14, (N78PI-3) 60,
(M79PI-1-12m) 107, (N79PI-5) 165
No. 15 (M78PI-1-7m) 3, (N78T-1-2m) 98,
(N78T-2) 102, (M79PM-4m) 106,
(M79PI-1-5m) 106, (M79T-1-18m) 148,
(M79T-2) 152, (N79PI-1-5m) 157,
(N79PI-1-6m) 157, (N79T-1-29m) 204
No. l6(M78PI-1-5m) 3. (N78PI-1-4m) 54,
(N78T-1-10m) 99, (N78T-1-18m) 99,
(M79PI-1-3m) 106, (M79T-1-lm) 147,
(M79T-1-4m) 147, (N79PI-1-3m) 156,
(N79PI-1-4m) 156, (N79PII-1-3m) 167,
(N79PII-1-17m) 170, (N79PII-1-18m) 170,
(N79T-1-22m) 204, (N79T-1-26m) 204,
(N79T-5) 207
No. 17 (M78T-1-12m) 46, (M79PI-3) 112,
(M79T-1-12m) 148, (M79T-2) 151
No. 18 (M78PI-1-4m) 2, (N78PI-1-12m) 55,
(M79?I-1-9m) 107, (M79PI-3) 112,
(M79T-3) 153, (N79PI-1-13m) 158,
(N79PII-1-19m) 171, (N79PII-1-20m) 171
No. 19 (M78PI-1-3m) 2, (M78A-2) 29,
(M78T-1-21m) 47. (N78PI-1-16m) 56,
(N78PI-1-18m) 56, (N78T-1-lm) 98,
(N78T-1-21m) 100, (M79PI-1-16m) 108,
(M79PI-1-17m) 108, (M79T-1-16m) 148,
(M79T-2) 151, (N79PI-1-19m) 159
No. 20 (M78PI-1-17m) 5, (M78T-7) 51,
(N78PI-1-3m) 54, (N78PII-3) 71,
(N78T-1-4m) 98, (N78T-1-5m) 98.
(N78T-1-20m) 100, (M79PI-1-lm) 106,
(M79PI-3) 113, (M79T-1-7m) 147,
(N79PI-1-lm) 156, (N79PI-1-2m) 156,
(N79T-1-28m) 204
No. 21 (N78PI-3) 60, (N78T-5) 103,
(N79P1-5) 165
No. 22 (N78T-1-23m) 100, (M79T-2) 152
No. 25 (M78PI-3) 8
No. 26 (M78PII-1-13m) 15, (N78T-5) 103,
(N79PI-5) 165, (N79PII-1-14m) 170
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APB Opinions (cont.)
No. 28 (N78T-6) 103, (M79PI-1-7m) 107,
(M79T-I-3m) 147, (N79PM-llm) 158,
(N79T-4) 207
No. 29 (N78PI-1-17m) 56, (N79PII-1-10m) 169,
(N79PII-3) 174
No. 30 (M78PI-1-6m) 3, (M78T-1-24m) 47,
(N78PII-1-17m) 68, (N78PIM-18m) 68,
(N78T-1-7m) 98, (N78T-1-17m) 99,
(N79T-1-16m) 203
APB Statements
No. 3 (M78PM-12m) 4, (M78PI-1-13m) 4,
(M78T-6) 51, (N78PM-13m) 55,
(N78T-1-3m) 98, (N78T-1-22m) 100,
(M79PI-1-15m) 108, (M79T-1-19m) 148
No. 4 (M79T-1-15m) 148
ARBs
Ethics requires compliance (M78A-1-14m) 24
No. 43, Ch. 4 (M79PI-1-7m) 107
No. 43, Ch. 7 (M79PI-1-13m) 108
No. 43, Ch. 7b, 13b (M78PI-3) 8
No. 45 (N78PI-4) 61, (M79T-4) 153
No. 51 (M79Pn-1-8m) 117
Attest function
Extension for report on internal control based on an audit is 
indication of changing role of the 
CPA (M79A-1-22m) 127
Audit committees
Describe, identify reasons why formed, and tell 
functions (N78A-2) 82
Members of board of directors who are not officers or 
employees (M79A-1-40m) 129
Audit engagement 
Acceptance
After fiscal year end, first ascertain whether circumstances are 
likely to permit an adequate examination and expression of 
unqualified opinion (M78A-1-15m) 24
Audited by another CPA in prior years—procedures in 
accepting (N79A-2) 184
Inappropriate actions and what should have been 
done (M78A-2) 29
Benefits of independent audit (M78A-3) 30
First examination
See also Generally accepted auditing standards—Standards of 
reporting—Consistency
Make inquiries of predecessor auditor because may receive
information assisting determination of whether engagement 
should be accepted (M79A-1-44m) 129
Tour of client’s facilities and review of the general records is 
most likely first step of those 
given (M78A-I-55m) 29
Major difference of opinion between assistant and auditor in charge 
concerning accounting issue, assistant believes necessary to 
disassociate himself from the resolution, both auditor and 
assistant must document details of disagreement and basis of 
resolution (M79A-1-4m) 125
Objectives of independent audit (M78A-3) 30
Primary objective to provide assurance to investors of listed 
company (M79A-1-9m) 126
Quality control
Includes assigning personnel, consultation with appropriate
persons, and supervision, but not keeping records of quality 
control policies and procedures (M78A-1-47m) 28
Unfamiliar business—AICPA Industry Audit Guides most useful 
source of sources given for information during the 
preliminary planning stage (M78A-1-45m) 27
Audit procedures
See also Electronic data processing
Audit procedures (cont.)
See also Electronic data processing—Programs generally examined 
or directly tested in audit
See also Statement of changes in financial position 
See also Subsequent events 
Accounts payable
Confirmation—not always used because (best answer of four) 
reliable externally generated evidence supporting generally 
available on client’s premises (N78A-1-44m) 80
Accounts receivable
Confirmation
Evidence of validity of balances
confirmed (N78A-1-19m) 77
Large debits and small periodic credits might suggest 
consignments (N79A-1-57m) 184
Analytical review
Analytical review of client’s operations to identify probable 
unusual transactions (N79A-1-27m) 180
Identification of significant unexpected fluctuations necessitates 
(usually) auditor investigation (N79A-1-30m) 181
Substantive tests of financial information by study and 
comparison of relationships among 
data (N79A-1-50m) 183
Auditor’s judgment
Ultimately determines specific procedures necessary to provide 
reasonable basis for opinion (N79A-1-24m) 180
Bond sinking fund
Transactions and year-end balance best verified (of four 
procedures listed) by confirmation with the bond
trustee (N78A-1-31m) 78
Bonds payable
Ascertain that client has obtained opinion of counsel on legality 
of current issue (N78A-1-24m) 78
Private placement—tracing cash received from issue to 
accounting records (M79A-1-58m) 131
Cash
Kiting
Best detected of procedures offered by examining paid checks 
returned with bank statements subsequent to balance sheet
date (M78A-1-39m) 27
Schedule of bank transfers is one of better techniques to 
detect (M78A-1-24m) 24
Confirmation
Generally accepted auditing procedure (rather than principle, 
standard, or practice) (M78A-1-58m) 29
Contingencies
Loss from litigation, claims, and
assessments (M79A-4) 133
Contingent liabilities
Notes receivable discounted—Standard Bank Confirmation Inquiry 
form approved jointly by AICPA and Bank Administration 
Institute requests information on 
these (N79A-1-15m) 179
Cost accounting tests
Primarily to determine that costs are properly assigned to 
finished goods, work-in-process and cost of goods 
sold (M79A-1-6m) 125
Cut-off review and examination of sales journal entries for several 
days prior to and subsequent to balance sheet date might 
detect inflation of sales for the year (M79A-1-13m) 126
Depreciation expense
Establish basis for depreciable assets and verify the
expense (M79A-1-32m) 128 [
First examination
Tour client’s facilities and review the general records is most 
likely first step of those given (M78A-1-55m) 29
Fixed assets
Repairs and maintenance analyzed to provide evidence that 
expenditures for fixed assets have been 
capitalized (M78A-1-29m) 26
Flowcharts
Record auditor’s understanding of client’s internal accounting 
control system (N78A-1-42m) 79
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Fraud may exist indicated by examination
Extend procedures to actively search for evidence of 
fraud (N79A-1-33m) 181
Governmental
Extends beyond opinion and includes audits of efficiency, 
economy, effectiveness, and 
compliance (N78A-1-18m) 77
Illegal acts
Review of internal administrative control not primarily for
expressing an opinion, but may bring possible illegal acts to 
auditor’s attention (M79A-1-29m) 128
Income statement
Examine accounts concurrently with related balance sheet 
accounts (M79A-1-53m) 130
Installment loan to client
Three month waiver o f repayment of principal without extension 
of maturity— more likely to verify interest expense, liability 
at year end, and installment loan payments, than to verify 
the balloon payment (N79A-1-43m) 182
Internal auditors
Objectivity may be judged by a review of the recommendations 
made in their reports (N78A-1-50m) 81
Internal control
Based on tests during year auditor concluded records,
procedures, and representations could be relied on, but 
auditor should test these again at year end if enquiries and 
observations lead auditor to believe that conditions have 
changed significantly (M79A-1-16m) 126
Review not primarily for expressing an opinion, but may bring 
possible illegal acts to auditor’s 
attention (M79A-1-29m) 128
Study and evaluation of internal accounting control— work
performed by internal auditors may be factor in determining 
nature, timing, and extent of independent auditor’s 
procedures (N78A-1-52m) 81
Inventory
Basic procedures and how general-purpose computer software 
package and tape of inventory file data might be 
helpful (N78A-5) 84
Damaged merchandise discovery— observation is best o f given 
procedures (M78A-1-6m) 23
Perpetual (M78A-1-12m) 24
Purchase cut-off—best of given items for auditor to review and 
test to ascertain merchandise properly 
included (M78A-1-50m) 28
Turnover analysis may detect obsolete
merchandise (N79A-1-22m) 180
Liabilities
Unrecorded existence best determined (of four choices) by 
examining a sample of cash disbursements in period 
subsequent to year end (N78A-1-41m) 79
Litigation, claims, and assessments (N78A-1-59m) 23
Long-term debt
Examination of bond trust indenture (M78A-1-7m) 23
Observation
Best of given procedures for discovery of damaged 
merchandise (M78A-1-6m) 23
Owners’ equity
Expected to require substantially less audit time than other areas 
listed (M78A-1-57m) 29
Payroll
Observation of actual distribution of payroll checks is because 
various phases of payroll work are not sufficiently 
segregated to afford effective internal accounting 
control (M79A-1-19m) 127
Observation of distribution of checks of so large a client
organization that auditor cannot conveniently observe entire 
payroll may result in limiting observation to one or more 
selected departments (M79A-1-57m) 131
Surprise observation of distribution of paychecks is best way of 
four mentioned to determine that every name is bona fide 
employee presently on the job (N78A-1-17m) 77
Audit procedures (cont.)
Preliminary conference with client
Helps prevent misunderstandings and inefficient use of audit 
personnel (M78A-1-52m) 28
Prepaid insurance
Examine support for payments, recompute portion expired, and 
prepare excerpts o f insurance policies for audit working 
papers, but do not generally confirm premium rates with an 
independent insurance broker (N79A-1-3m) 178
Primary purpose is to gather corroborative 
evidence (M79A-1-2m) 125
Principal auditor with respect to other auditor o f material 
subsidiary (M79A-5) 133
Public warehouse
Unrecorded liabilities search— inspection of receiving and issuing 
procedures (N79A-1-51m) 183
Purchase discount
Understatement detected by comparing purchase invoice terms 
with disbursement records and 
checks (M79A-1-23m) 127
Real estate ownership
Paid real estate tax bills is better evidence of ownership at
balance sheet date than title insurance policy, original deed 
in client’s safe, or closing 
statement (N79A-1-14m) 179
Representation letters
Signed by chief executive officer and the chief financial officer 
(normally) of the client (N78A-1-38m) 79
Revenues
Objectives o f examination include to study and evaluate internal 
control, with particular emphasis on accrual, to verify 
earned revenue recorded, and recorded revenue earned, and 
to identify and interpret trends and variations in amounts, 
but not to verify cash deposited (M79A-1-55m) 131
Sales transaction testing
Trace debits in accounts receivable subsidiary to supporting sales 
invoices to establish that such entries are properly supported 
by sales invoices (M78A-1-15m) 126
Securities physical examination
Insist that representative o f client be present in order to 
acknowledge receipt of securities 
returned (N79A-1-17m) 179
Stockholders’ equity
Most important consideration of auditor is that entries in the 
capital stock account can be traced to a resolution in 
minutes of the board (N78A-1-43m) 80
Supplies
With respect to a small company’s system of purchasing, an 
auditor’s primary concern should be to obtain satisfaction 
that supplies ordered and paid for have been received, 
counted, and checked to quantities and amounts on purchase 
orders and invoices (N78A-1-36m) 79
Unrecorded liabilities detection
Primary reason for reconciling interest-bearing obligations 
outstanding during year and interest 
expense (N79A-1-16m) 179
W -2  forms
Multiplication of the applicable FICA rate by individual gross 
taxable earnings would have detected fraud of bookkeeper’s 
overstated FICA withheld while all other employees’ FICA 
withheld was understated (N79A-1-44m) 182
Work in process
Trace quantity o f materials charged to material 
requisitions (N79A-1-4m) 178
Working papers
Include the manner in which exceptions and unusual matters 
were resolved or treated (N78A-1-45m) 80
Primary purpose is to support the auditor’s 
opinion (N78A-1-56m) 81
Audit program 
See a lso  Audit procedures
Basic tool to control the audit work and review the
Audit procedures (cont.)
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Audit program
See a lso  Audit procedures (cont.)
progress (N78A-1-35m) 79
Developed after auditor has completed evaluation of internal 
accounting control (M78A-1-49m) 28
Installment loan to client
Three month waiver of repayment of principal without extension 
of maturity— more likely to verify interest expense, liability 
at year end, and installment loan payments, than to verify 
the balloon payment (N79A-1-43m) 182
Primary purpose of procedures is to gather corroborative 
evidence (M79A-1-2m) 125
Procedures outlined are primarily to gather 
evidence (M78A-1-23m) 25
Provides proof that work was adequately 
planned (N79A-1-58m) 184
Scheduling and controlling the engagement
Include column for estimated and actual 
time (M78A-1-16m) 24
Audit working papers 
See Working papers
Auditor
Outside auditor appointed by board of directors or elected by 
stockholders of publicly-traded corporations to emphasize 
auditor independence from 
management (M79A-1-49m) 130
Auditor’s legal liability 
See Accountant’s legal liability
Auditor’s report 
See a lso  Accountant’s report 
Adverse
Client declines to make essential disclosures and auditor must 
provide them in his report and appropriately modify the 
opinion (N78A-1-9m) 76
Balance sheet only
Attestation in public advertising— auditor may permit client to 
present only the balance sheet along with an appropriately 
modified auditor’s report in a newspaper advertisement—  
CPA has already reported on the basic statements sent to 
stockholders (N79A-1-8m) 179
Comparative financial statements
If the predecessor auditor’s report is not presented, state that 
prior year’s statements were examined by another 
auditor (N79A-1-36m) 181
Comprehensive basis of accounting other than GAAP
If statements are not suitably titled, modify report to disclose 
any reservations (N79A-1-13m) 179
Consistency
Exception when there is a change in format and presentation of 
the statement of changes in financial position from cash 
concept to working capital (N78A-1-3m) 75
No exception for change in estimated salvage, change in 
classification of an expense from “other” to “selling 
expense,” or for change in inventory pricing to correct math 
error in total of opening inventory (N78A-1-3m) 75
Date
Completion of field work (M78A-1-13m) 24
Dual dated f or subsequent event after fieldwork before issuance 
of report (N79A-1-26m) 180
Departure from standard report
Includes emphasis o f a particular matter regarding statements, 
opinion based in part on report of another auditor, and 
statements affected by a departure from 
GAAP (M79A-1-52m) 130
Disclaimer
Improper— should have referred to incomplete presentation, set 
forth and discussed unacceptable accounting, and used 
proper form regarding not audited and no 
opinion (M78A-2) 29
Fairly presented
Applied within framework of GAAP (M79A-1-60m) 131
Illegal acts by clients
If unable to determine amounts associated, qualify or disclaim 
opinion (M79A-1-36m) 128
Independence lacking
State “not independent” and include statement that statements 
were unaudited and accordingly the CPA does not express 
an opinion (N78A-1-13m) 76
Interim financial information included in annual statements 
Need not modify report to refer to the limited review of such 
information or to the information (N78A-1-47m) 80
Long-form
If nonaccounting data is included, state that it is presented for 
analysis purposes, subjected to auditing procedures, it is 
fairly stated in all material respects in relation to the basic 
statements taken as a whole (N78A-1-5m) 75
Nature
Affects quantity, type and content of working 
papers (M78A-1-34m) 26
Opinion
Consistency— exception if statement of changes in financial
position is changed from accounting for cash to accounting 
for working capital (N79A-1-lm) 178
Exception to GAAP— recording goodwill from revaluation is not 
acceptable (M78A-1-lm) 23
Inadequate disclosure— decide between qualified and adverse 
opinion (M78A-1-42m) 27
Qualified
Departure from GAAP— explanatory paragraph referring to 
footnote that discloses principal effects and opinion uses 
such language as “with the exception 
of” (N78A-1-48m) 80
“Except for” when opinion paragraph has been modified 
because of a change in accounting principle, all 
substantive reasons should be disclosed in a separate 
explanatory paragraph (N79A-1-41m) 182
Inadequate disclosure
Client declines to make essential disclosures and auditor 
must provide them in his report and appropriately 
modify the opinion (N78A-1-9m) 76
Omission o f statement of changes in financial 
position (M78A-1-35m) 26
“Subject to”— statements prepared as going concern that 
auditor believes may not 
continue (N79A-1-46m) 183
Unqualified
Investor may conclude that any disputes over accounting were 
settled to the auditor’s 
satisfaction (M78A-1-48m) 28
Precluded when management refuses to furnish a representation 
letter (N79A-1-12m) 179
Other auditor of subsidiary
Modify scope and opinion paragraphs to reflect division of 
responsibility (N79A-1-49m) 183
Price-level basis supplementary financial statements 
Special purpose report (M79A-1-24m) 127
Principal auditor
May refer to the examination (of a significant subsidiary) of 
another auditor (N78A-1-lm) 75
Reference to another auditor
Clearly indicate division of responsibility between portion 
covered by principal auditor and that o f other 
auditor (N78A-1-15m) 77
Other auditor may be named if express permission to do so is 
given and the report o f the other auditor is presented 
together with the report of the principal 
auditor (N78A-1-16m) 77
Requirements if  report names other auditor of material subsidiary 
and makes reference to his 
examination (M79A-5) 133
Reissuance without revision at request of client
Use date of previous report after performing all necessary
Auditor’s report (cont.)
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Auditor’s report
Reissuance without revision (cont.)
procedures (N79A-1-9m) 179
Replacement cost information
Unaudited— footnote indicates auditor performed certain
procedures but does not indicate whether auditor expresses 
an opinion on this information, with the result that the 
auditor’s report on audited statements should be expanded to 
disclaim this information (M79A-1-17m) 126
Report only on balance sheet
Not considered a departure from standard report when auditor 
has unlimited access to information underlying all the basic 
statements (M79A-1-52m) 130
Scope limitation
Sufficient to preclude unqualified opinion if  management refuses 
to furnish a representation letter (N79A-1-12m) 179
Special purpose
Price-level basis supplementary financial 
statements (M79A-1-24m) 127
Special reports
Issued in connection with statements prepared in accord with a 
comprehensive basis of accounting other than 
GAAP (M79A-1-56m) 131
Subsequent events
After fieldwork but before issuance of report, report is dual-dated 
and auditor’s responsibility for events subsequent to field 
work limited to specific event referred 
to (N79A-1-26m) 180
Auditor’s responsibilities 
Detection of errors or irregularities
Plan and perform the engagement with an attitude of professional 
skepticism (M78A-1-4m) 23
B
Bad debt expense
Description of direct write-off and allowance methods of 
recognizing (N79T-2) 206
Matching estimates it on basis of percentage of past actual losses 
from bad debts to past net credit sales, adjusted for anticipated 
conditions (N79T-1-13m) 203
Reasons why direct write-off is not usually GAAP and the 
allowance method is preferable (N79T-2) 206
Bank Administration Institute (N79A-1-15m) 179
Bankruptcy
Acts
Transfer of all nonexempt property to trustee for equitable
distribution to creditors may result in being petitioned into 
bankruptcy by creditors (M79L-1-23m) 139
Claims not discharged
Unpaid taxes due U .S. which became due and owing within 
three years preceding (M79L-1-16m) 137
Composition agreement
Does not discharge any of the debts included until performance 
by debtor has taken place (M78L-1-24m) 36
Discharges unpaid amount owed secured creditor who received less 
than full amount after resorting to his security, unpaid 
amounts owed trade suppliers for goods sold in ordinary 
course, personal loan by father made in attempt to stave off 
bankruptcy, but not unpaid amount o f creditor who extended 
credit on strength of fraudulent financial 
statement (M78L-1-32m) 37
Mortgage can be set aside if  taken with knowledge debtor was 
insolvent in bankruptcy sense (M78L-1-25m) 36
Perfected security interest
Creditor is a secured creditor and has the right against the 
trustee if  not paid to assert a claim to the machine 
sold (M79L-1-22m) 138
Preference
Whether creditor knew of fact that debtor was insolvent in 
bankruptcy sense is irrelevant insofar as deciding whether 
second mortgage received as security on note of debtor 
constitutes a preference as contrasted with a voidable 
preference (M79L-1-19m) 138
Secured creditor
Debt discharged even if not fully satisfied from proceeds 
obtained upon disposition of the 
collateral (M79L-1-24m) 139
Social security and income taxes withheld from employees
Used to finance the business, employer will remain liable for the 
taxes due, personally liable for fines and imprisonment, and 
may be assessed penalties up to the amount of taxes 
due (M79L-1-50m) 143
Surety company pays workers o f obligor in full and is entitled to 
the same priority in bankruptcy of the obligor that the workers 
would have had (M78L-1-46m) 40
Voidable preference
Sale o f property of debtor, while insolvent, in part for
cancellation of antecedent debt, constitutes a preference, but 
whether voidable depends on whether purchaser had 
requisite knowledge of the insolvency at the 
time (N78L-2) 94
Bankruptcy (cont.)
Bond investments 
See Investments- -Long-term— Bonds
Bond sinking fund 
See Audit procedures
Bonds payable 
See a lso  Audit procedures 
Amortization of premium or discount
Effective interest method computation, and why and how 
amounts differ from straight-line (N78T-4) 103
Effective interest method explanation, and how it differs from 
and is similar to straight-line (N78T-4) 103
Collect accrued interest when sold between interest 
dates (N79T-1-lm) 202
Convertible
Computation of amount credited to capital in excess of par given 
conversion of 9% of convertible bonds outstanding, number 
and par value of common shares exchanged for each bond, 
total bonds outstanding, and unamortized bond discount at 
date of conversion (M79PII-1-4m) 116
Entry upon conversion using book value method after giving 
effect to stock split (N78PI-3) 60
Entry upon issuance (N78PI-3) 60
Detachable stock purchase warrants
Entry for issuance, given sale at face and total value of the 
warrants at issuance (N78PI-3) 60
Initial carrying value of bonds is total issuance price of bonds 
multiplied by relative market value of bonds to 
warrants (M79PI-1-12m) 107
Issuance journal entry involving deferred bond issue costs, 
accrued interest at date o f sale, premium on bonds, and 
value assigned to the warrants (N79PI-5) 165
Early extinguishment
Extraordinary gain computation involving computation of
premium on original sale, amortization of premium to date, 
determining one-half of unamortized premium applies to 
bonds reacquired and addition of computed discount on 
reacquisition (M78PII-1-13m) 15
Proceeds
Present value o f principal and of interest, each discounted at 
prevailing market rate of interest (M78T-1-4m) 45
Sale receipts computation, given face, contract percentage interest, 
yield rate, interest paid annually, life o f bonds, and present 
value of $1 and of annuity of $1 for life of bonds at yield 
rate (N79PI-5) 165
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Bonds payable (cont.)
Serial
Amortization schedule for first two years o f bond discount using 
interest (effective rate) method (N78PI-3) 60
Computation of amount received, given face of five-year 5% 
bonds sold to yield 6% , amount and date o f principal 
payments, interest payment dates, present value of an 
annuity value at 6%, and present value o f $1 at 6%  
table (N78PI-3) 60
Bonus
Computation, given income before tax and bonus, and that bonus 
is 10% of income in excess of another given 
amount (M79Pn-1-7m) 117
Breakeven point
Affected by variable cost per unit, total fixed costs, and sales price 
per unit, but not by number of units 
sold (M79T-1-32m) 149
Computation given that a specified net income is desired,
percentage increase in fixed costs, and (in previous problem) 
total fixed costs having determined variable cost percentage of 
sales there (N78PI-2-25m) 57
Computation of sales given breakeven sales, contribution margin 
percentage and profit (M78PI-2-24m) 6
Fixed costs increased due to addition to physical plant would also 
have caused an increase in the breakeven 
point (M79T-1-28m) 149
Increases and contribution margin ratio increases if fixed costs 
decrease and variable costs as a percentage of sales 
decrease (N79T-1-31m) 205
Increases if fixed costs attendant to a product increase while 
variable costs and sales price remain constant— and 
contribution margin would be 
unchanged (N78T-1-35m) 101
Its total sales computation, given unit sale price, unit variable cost, 
and total fixed costs (N79PI-2-28m) 161
Relevant in setting earnings objectives (M78T-2-48m) 49
Sales-at-breakeven-point computation, given total costs and variable 
costs at one sales level (M79PI-2-25m) 110
Sales dollars
Total fixed costs divided by (Sales price per unit-variable cost 
per unit) ÷  sales price per unit (M78T-2-34m) 48
Two products
Computation given percentage of total sales dollars for each 
product, variable cost percentage of sales dollars for each 
product, and total fixed costs (N78PI-2-24m) 57
Fixed cost amount computation, given number of units and sale 
price of expectations for each product, variable cost 
percentage for each product, and desired total 
profit (N79PI-2-27m) 161
Unit selling price computation, given number of units, fixed costs, 
variable cost % relationship to sales, and profit amount 
desired (M79PI-2-26m) 110
Variable cost accounting lends itself to this 
analysis (M79T-1-37m) 150
Budgets
See a lso  Capital budgeting 
Cash
Accounts receivable collections estimate 
computation (M78PI-2-35m) 8
Computation of disbursements estimate, given estimates of sales, 
gross profit %, no change expected in accounts payable, 
increase in inventory, fixed S, G & A expense amount 
(including depreciation amount), and variable S, G & A % 
of sales (including % o f sales charge for uncollectible 
accounts) (M79PI-2-21m) 109
Disbursements for inventories in one month, given inventories at 
beginning and estimated at end, estimated cost o f goods 
sold, estimated percent of purchases paid in month of 
purchase, and estimated payments during month for
Budgets 
Cash (cont.)
purchases in prior months (N78PI-2-22m) 57
Cost-of-goods-sold projected computation, given net sales, fixed 
manufacturing costs, and variable manufacturing cost 
percentage of sales (N79PI-2-40m) 162
Flexible budget purpose is to compare actual and budgeted results 
at virtually any level of production (N78T-1-41m) 101
Master budget and flexible budget basic difference 
Master based on one specific level of production and flexible 
prepared for any production level within a relevant 
range (M79T-1-38m) 150
Preparation of sales, production, raw materials purchases, direct 
labor, and finished goods inventory budgets in dollars or units 
or quantities (N78PII-4) 72
Buildings
Analysis o f account computation, given beginning balance, issuance 
of stock (quoted market price given) for land and building, 
and appraised value for the land and the 
building (N79PII-3) 174
Cost computation (M78PI-5) 10
Cost computation includes architect’s fees and construction costs, 
and problem includes cost computation of 
land (N78PII-1-10m) 66
Business combinations 
See a lso  Consolidated financial statements 
Excess o f fair value assigned to net assets over cost 
Proportionately reduce values assigned to noncurrent assets and 
record any remaining excess as a deferred 
credit (M79T-1-lm) 147
Pooling of interests
Consolidated net income computation, given the net income for 
the full year for each company (N79PI-1-3m) 156
Consolidated net income is total net income for both companies 
for the full year though combination was on November 1 
(N78PI-1-4m) 54
Par value of parent company common stock issued and 
outstanding before combination added to par value of 
common stock issued for other company’s shares to obtain 
total consolidated common stock issued and 
outstanding (M79PI-1-3m) 106
Potential abuse is that earnings of pooled entity may be
increased because of combination only and not as result of 
efficient operations (N78T-1-18m) 99
Precluded when immediately afterwards the acquiring corporation 
reacquires the stock issued to effect 
combination (M78T-1-16m) 4 6
Supportive arguments (N79T-5) 207
Purchase
Building valuation recorded in tax-free merger computation,
given appraised value, adjusted tax basis, tax rate, and that 
goodwill was recorded (N79PII-1-18m) 170
Excess of fair value of net assets acquired over cost reduces 
book (and fair) valuation of noncurrent 
assets (N79PII-1-17m) 170
Exchange of cash for common stock— fixed asset valuation is 
fair value (N79T-1-22m) 204
Fixed asset valuation is fair value (N78T-1-10m) 99
No goodwill results because all excess of cost over net assets 
can be assigned to assets, considering that the fair value of 
long-term debt is less than its book 
value (N79PI-1-4m) 156
Such accounting required by fact that combined company is to 
retire a portion of the common stock exchanged to effect 
the combination within twelve months of the 
combination (M79T-1-4m) 147
Supportive arguments (N79T-5) 207
Subsidiaries consolidated under both purchase and pooling of 
interests (N79T-1-26m) 204
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Capital budgeting
See a lso  Quantitative methods— Net present value 
See a lso  Quantitative methods— Payback 
See a lso  Quantitative methods— Present value 
Minimum return project must earn to leave value of company 
unchanged is cost of capital (N78T-1-50m) 102
Pay-back period
Computation, given cost of machine and cash flow from 
operations (net o f income taxes) by 
year (M79PI-2-22m) 109
Positive net present value indicates that return on investment 
exceeds cost o f capital (M78T-2-46m) 49
Rate of return
Accounting (book value)— machine cost computation, given 
percentage rate of return, useful life, straight-line 
depreciation, no salvage, and cash flow from operations, net 
of tax, for each of the years of
life (M79PI-2-23m) 109, (N79PI-2-24m) 160
Time-adjusted
Investment computation, given percentage rate of return, 
annual cash inflow (net o f tax) from operations, and 
present value of ordinary annuity for useful life at return 
percentage (M79PI-2-27m) 110
Machine cost computation, given useful life, no salvage, cash 
flow amount, net of tax, from operations uniform for all 
years, expected rate of return, and present value o f an 
annuity for useful life at expected return 
rate (N79PI-2-29m) 161
Project (two-year) investment cost computation, given
percentage expected rate of return, cash flow amounts (net 
of tax) from operations for each of the years, and present 
values o f $1 for one and for two periods at the expected 
rate of return (N79PI-2-30m) 161
Capital in excess o f par
Computation of amount credited, given conversion of 9% of 
convertible bonds outstanding, number and par value of 
common shares exchanged for each bond, total bonds 
outstanding, and unamortized bond discount at date of 
conversion (M79PII-1-4m) 116
Computation of balance, given beginning balance, treasury stock 
purchase above par, cost method, sale o f some treasury shares 
and retirement o f the rest (M78PII-1-12m) 15
Capital stock 
See Stock
Capitalize or expense 
Match costs with revenues (M78T-1-5m) 45
Cash
See a lso  Auditing procedures 
See a lso  Internal control— Accounting 
Disbursements estimate for month for inventories 
Computation, given estimated purchases, estimated percentage 
payments for purchases of month during month, and 
estimated payments during month for each of previous two 
month’s purchases (N79PI-2-21m) 160
Received on issuance of bonds between interest dates includes 
accrued interest (N79T-1-lm) 202
Cash accounting
Contrasted with accrual accounting (N79T-3) 20 7
Cash budget 
See a lso  Budgets 
See a lso  Cash
See a lso  Quantitative methods— Payback 
Accounts-receivable-estimated-cash-collections-during-month 
computation, given estimated credit sales for current and 
previous month, estimated collection percentage for each of
Cash budget (cont.)
the two months, and estimated collections in current month for 
credit sales prior to previous month (N79PI-2-22m) 160
Cash flow
See a lso  Quantitative methods— Present value 
Operations flow for last payback year of one machine computation, 
given cost o f machine, payback period, and cash flow from 
operations, net of tax, in each year prior to the 
last (N79PI-2-23m) 160
Code of Professional Ethics 
See AICPA Code of Professional Ethics
College accounting 
See Fund accounting 
See University accounting
Commercial paper 
Acceptance
Certification of check by drawee bank on request of holder 
releases drawer (M79L-1-27m) 139
Bank’s rights to collection of various promissory notes used as 
collateral, where bank is holder in due course of some and 
others are forged, and total amount of all notes exceeds 
amount of loans secured (N79L-3) 198
Bearer paper
Check with several types o f indorsements was bearer paper in 
hands of last indorser (N78L-1-46m) 93
Difference between negotiable instrument and contract
Negotiable instrument deemed prima facie to have been issued 
for consideration, whereas contract not so 
deemed (N78L-1-49m) 93
Example instrument is negotiable (N78L-1-50m) 93
Forged indorsement on stolen check
Holder, unaware of the facts, accepted the check, but, 
disregarding thief, must bear the 
loss (M79L-1-30m) 140
Holder had notice o f defense o f maker prior to completion of  
negotiation but can assert the standing of his transferor and 
will prevail against maker (M78L-2) 41
Holder in due course
Blank (as to amount) check filled in by creditor in excessive 
amount will have to be paid in full even though payment 
was stopped promptly (M79L-1-25m) 139
Discounter of note making an initial payment, and paying the 
balance within the agreed time (but after learning that the 
note was obtained originally by fraudulent misrepresenta­
tions), will qualify as a holder in due course for the initial 
payment only (N78L-1-44m) 92
Maker liable on instrument to such holder even though payee did 
not perform his part o f contract, for which it was 
issued (M79L-1-31m) 140
Maker of raised check liable for original amount of 
check (M79L-1-32m) 140
Negotiated check to another who knew of a breach of agreement 
by payee not to transfer check, with result that receiver of 
check does not personally qualify as a holder in due course 
but can assert such holder’s (from whom he received it) 
standing as such (N78L-1-42m) 92
Not if  instrument negotiated is not 
negotiable (M78L-2) 41
Personal defense that merchandise for which negotiable
instrument was issued did not satisfy warranties would not 
prevail (M78L-2) 41
Purchased instrument at discount without knowledge it was stolen 
and can collect (M79L-1-29m) 140
Takes note not overdue for value and without notice or 
knowledge of any defect (M78L-2) 41
Will prevail against finance company that stops payment of 
check issued to imposter of prominent citizen who then 
negotiated it to a holder in due course while indorsing 
citizen’s name (N78L-1-47m) 93
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Commercial paper (cont.)
Indorsement “for deposit only” above name
Any transferee must pay or apply any value given by him for 
the instrument consistent with the 
indorsement (M79L-1-28m) 139
Indorsement types and liability o f each (M78L-2) 41
Negotiability
Adversely affected by a statement that it is payable only out of 
the proceeds from the resale of the goods sold by first party 
to second party on given date (M79L-1-26m) 139
Nonnegotiable because example instrument neither payable to 
“order” or to “bearer,” even though indorsement does use 
such words (M78L-2) 41
Not adversely affected by clauses within the instrument, such as 
a promise to maintain collateral and to provide additional 
collateral if  value of existing collateral decreases, a term 
authorizing confession of judgment on the instrument if  not 
paid when due, or a statement that the instrument arises out 
of a particular sale (M79L-I-26m) 139
Nonnegotiable instrument
“Negotiated” merely assigns all of transferor’s rights and leaves 
personal defenses o f maker valid (M78L-2) 41
Not payable at definite time and payable only out of proceeds of 
particular resale, with result that holder is not a holder in 
due course and cannot collect from maker who returned the 
fraudulent goods to original receiver of instrument and owes 
nothing (N79L-3) 198
Raised check
Holder in due course is entitled to collect original amount of 
check from drawer (unless he can assert and prove drawer 
was negligent in drafting the instrument and contributed to 
alteration), or from indorser in blank, but can collect 
nothing from bank, which rightfully dishonored 
it (N79L-3) 198
Subsequent indorsers
Presentation for payment of example instrument indorsed by 
several subsequent holders must be made on due date or 
next business day in order to hold the subsequent indorsers 
liable (N78L-1-45m) 92
Commission on Auditors’ Responsibilities 
Concluded that oversight o f professional practice should remain 
with the accounting profession (M79A-1-28m) 128
Committee on Management Services (M79A-1-35m) 128
Comparability
Change in accounting principle conflicts 
with (N78T-1-5m) 98
Comparative statements
See Generally accepted auditing standards— Standards of reporting—  
Fourth standard
Confirmation 
See  Audit procedures
Conservatism
Example is stating inventories at lower of cost or 
market (N79T-1-19m) 204
Supports immediate recognition of loss (M78T-1-9m) 45
Consignments
Total sales price o f consigned inventory by consignee computation, 
given account sales stating balance due net of 20% 
commission (on sales price) to consignee, advertising, and 
delivery and installation charges (M79PII-1-6m) 117
Consistency
See a lso  Auditor’s report
See a lso  Generally accepted auditing standards— Standards of 
reporting
Accounting changes may violate (N78T-1-4m) 98
Consolidated financial statements 
See a lso  Business combinations 
See a lso  Goodwill— Consolidated
Equipment cost and accumulated depreciation should be same at 
end of year after sale to subsidiary at a profit as it would 
have been in hands of parent, 
computation (M79PII-1-8m) 117
Goodwill
Computation upon acquisition of company for 1.5 million more 
than net assets with .8 million allocable to 
assets (N78PI-1-2m) 54
Income statement
Foreign exchange gain included,
computation (N78PI-1-8m) 55
Pooling
Income statement
Net income computation (M78PI-1-5m) 3
Prepared in recognition of the accounting concept of 
entity (M79T-1-17m) 148
Contingencies 
See a lso  Audit procedures 
See a lso  Expropriation 
Accrual
Amount of the loss can reasonably be estimated and it is evident 
prior to issuance of statements that an asset has been 
impaired or a liability incurred (N78T-1-13m) 99
Amount o f loss can reasonably be estimated and occurrence of 
event is probable (M79T-1-5m) 147
Probable loss on product warranties (N79T-1-3m) 202
Gain
Disclosure only is proper accounting (M78T-1-22m) 4 7
Loss from lawsuit
On basis o f client’s lawyer’s estimate o f probable loss o f lawsuit 
and amount of judgment for $500,0()0 to $2,500,000 with 
most probable cost o f $1,000 ,000 set up loss contingency of 
$1,000,000 and disclose additional contingency of up to 
$1,500,000 (N79T-1-2m) 202
Loss is probable
Accrue lower limit o f range when the loss can reasonably be 
estimated within range and any amount within range is 
equally probable (M78T-1-23m) 47
Reasonably estimated losses on lawsuits in progress relative to 
product defects and on additional lawsuits should be 
accrued (N78PI-1-5m) 54
Recall expense estimate charged to operating expense currently 
where government has clearly indicated its intention of 
requiring such (M79PII-1-5m) 117
Warranty contingency both probable and reasonably estimable and 
should be accrued as liability and an 
expense (M79T-2) 151
Contingent liabilities 
See Audit procedures
Contracts
Acceptance
Constructive receipt— damages available to famous actress who 
accepted by telegram within time limit specified in offer 
sent by telegram, even though her telegram was delivered 
by mistake beyond the time limit (M78L-1-15m) 34
Example is valid upon dispatch despite the fact it states both 
additional and different terms than those contained in the 
offer because they relate to routine or mechanical details of 
execution or request a favor (M78L-1-36m) 38
Accord and satisfaction
Cashing of check marked “Account Paid in Full to 
Date” (M79L-1-13m) 137
Assignment
Assigns rights and delegates duties from assignor to 
assignee (M79L-1-34m) 140
Nonnotification of debtor will allow debtor to pay assignor and 
have no liability to assignee (M78L-1-16m) 34
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Bilateral and unilateral difference 
One promise involved if  unilateral whereas two in 
bilateral (N79L-1-5m) 188
Bilateral subject to a condition 
Agreement for sale o f property, if  rezoned, with 
deposit (M78L-1-21m) 35
Consideration
Offeree makes promise that is legal detriment to him, offeree 
performs act requested by offeror, or offeree makes promise 
that benefits offeror would all be sufficient, but not if 
offeree merely expended time and money in studying and 
analyzing the offer (N79L-1-3m) 187
Past consideration is no consideration, hence there is no contract 
where a man promised a firm a sizable amount of business 
if  that firm (which already had an employment contract with 
the man’s son) would hire his son (M79L-1-11m) 137 
Covenant not to compete
Covenant not to engage in practice o f pharmacy for one year 
from sale o f pharmacy within one mile is reasonable and 
enforceable (M79L-1-12m) 137
Difference between negotiable instrument and contract 
Negotiable instrument deemed prima facie to have been issued 
for consideration, whereas contract is not so  
deemed (N78L-1-49m) 93
Employment
Employee with three-year contract demanded raise and it was 
agreed in writing to give him bonus at end of contract, but 
the additional compensation is unenforceable because of no 
consideration (N78L-5) 96
Employee with three-year contract was lured away by another 
employer with full knowledge of the three-year contract, 
with result that such employer’s conduct is tortious and 
allows first employer to recover 
damages (N78L-5) 96
Employer won’t be successful in seeking equitable relief of 
specific performance by employee with three-year contract 
who left after two years, because court o f equity will not 
force a person to fulfill a contract for personal 
services (N78L-5) 96
Goods not identified to his contract will prevent purchaser from 
obtaining items for which substantial prepayments were made 
from an insolvent (N78L-1-31m) 90
Infringement suit
Buyer liable to manufacturer-seller for breach of warranty against 
infringement where buyer furnished specifications for 
uniquely designed and specially-constructed items and both 
were sued by another for patent 
infringement (N78L-1-36m) 91
Modification of written contract by reduction of price to meet 
current conditions need not satisfy the statute of 
frauds (M78L-1-38m) 38
Novation
Bank released seller of house from mortgage and accepted 
buyer (M79L-1-8m) 136
Offer
Communication example o f a willingness to sell and a possible 
minimum price range did not constitute an offer to 
sell (N78L-1-27m) 90
Different terms of acceptance constituted a 
rejection (M79L-1-35m) 141
If offeree categorically rejects offer before expiration date, he 
cannot validly accept within the remaining time before that 
expiration date (N78L-1-29m) 90
Letter to specific company offers three-year franchise and shows 
an expiration date, but such cannot be assigned to another if 
the offeree chooses not to accept (N78L-1-28m) 90
Must be communicated to the other party, be certain enough to 
determine the liability of the parties, and be accepted, but 
need not only be expressed in 
words (M78L-1-19m) 35
Offer by telegram that was effectively revoked by telephone 
cannot be accepted thereafter, even before originally 
specified termination date (M79L-1-17m) 138
Contracts (cont.)
Option to purchase
Supported by consideration and consequently is a binding
contract at a given price or prevailing market, whichever is 
lower, which is definite and certain (N78L-5) 96
Oral
Statute of frauds— eighteen-month contract of employment cannot 
be enforced because such must be in writing and signed by 
an agent o f the employer (N78L-1-30m) 90
Parol evidence rule
Oral evidence to explain or modify a written contract admissable 
if  the contract contains an obvious ambiguity, if  there was a 
mutual mistake of fact regarding the subject matter, or if  
the modification asserted was made several days after the 
written contract, but not if  the contract indicates that it was 
intended as the “entire contract” between the parties and the 
point is covered in detail (M79L-1-10m) 136
Pre-existing legal duty
Prepaid service contractor did not meet time commitment for 
service and was promised more for immediate service, but 
additional amount was 
unenforceable (M79L-1-9m) 136
Purchase commitment for annual supply for three years leaves 
company that thinks it made a bad bargain obligated to take 
its normal annual requirements from that supplier or respond 
in damages (M79L-1-44m) 142
Sale o f business
Misrepresentation is best for seeking relief for buyer if  he 
merely wishes to rescind the 
contract (N79L-1-2m) 187
Sale of land
Parol evidence rule prevents buyer from proving
contemporaneous oral agreement that seller would remove 
large rocks (N79L-1-4m) 187
Sales
Automatically contains a warranty that title conveyed is good 
and can only be excluded by specific 
language (M79L-1-36m) 141
Breach of warranty recovery should use (of many untrue 
statements) “I refused a $3,800 offer for this very same 
auto from another buyer last 
week” (M79L-1-37m) 141
Negotiable warehouse receipts transferred to buyer who was 
responsible for transporting goods to his place o f business, 
and risk of loss passes to buyer on his receipt o f the 
negotiable warehouse receipts (M79L-1-39m) 141
Repudiated by seller
Buyer can “cover,” that is, procure the goods elsewhere and 
recover any damages (N79L-1-lm) 187,
(M79L-1-38m) 141
Buyer did not “cover,” prices continued to rise, and buyer is 
entitled to damages equal to difference between contract 
price and fair market value at time he learned of the 
breach (N79L-1-13m) 189
Customer can procure the goods elsewhere and recover 
damages (M78L-1-37m) 38
Risk of loss— shipping terms, F.O.B. shipping point, determine 
risk even though title was reserved by seller and seller 
retained negotiable bill o f lading for simultaneous exchange 
for cash— title is irrelevant (N78L-5) 96
Seller may recover the price if  customer accepted the goods but 
seeks to return them, if  the goods sold were destroyed 
shortly after risk of loss passed to buyer, or if the goods 
were identified to the contract and seller made reasonable 
effort to resell but was unable, but may not recover this 
remedy if  customer refused to accept delivery and the goods 
were resold in ordinary course of 
business (M78L-1-39m) 38
Seller of stolen goods is liable, even though bill of sale
specifically indicated that it made no implied warranties, to 
buyer after repossession by rightful owner in that seller 
warranted that title conveyed was good and his transfer 
rightful (N78L-1-35m) 91
Seller’s place o f business is proper place o f delivery where
Contracts (cont.)
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Contracts 
Sales (cont.)
contract failed to designate place o f delivery and seller and 
buyer are in the same town (M78L-1-43m) 39
Seller wishes to disclaim an implied warranty of fitness for a 
particular purpose and may do so by a conspicuous written 
statement, which states that “any and all warranty protection 
is hereby disclaimed” (M78L-1-40m) 38
Statute o f frauds
Applies to contract modified from price o f $450 to price o f  
$750 (M79L-1-33m) MO
Oral contract o f employment that could not be performed 
within one year o f date o f the contract would not be 
enforceable if  employee took another 
job (M78L-1-13m) 34
Purchase order with name and address o f company at top, 
reciting oral agreement, and with purchasing agent’s name 
and title stamped at bottom with his initials is 
sufficient (N79L-1-8m) 188
Writing satisfies, even if  not signed by buyer and seller, even 
though time and place o f delivery not indicated, and even 
though payment terms not included, but does not satisfy 
if it does not indicate a sale has 
occurred (N79L-1-11m) 189
Wholesaler assigned contract to another and it was partially 
defaulted with result that customer may recover damages 
once for breach of contract from 
either (M78L-1-44m) 39
Telegraphed order requiring immediate shipment
Shipment same day constituted an acceptance and contract is 
valid despite fact that breakdown in transportation system 
significantly delayed delivery (N79L-1-9m) 189
Timely performance
CPA can recover fees for examining statements of a company 
when the delay by the company’s staff prevented CPA from 
performing on time and thereby eliminated the timely 
performance condition (N78L-1-32m) 91
Unilateral mistake leaves valid and binding 
contract (N79L-1-7m) 188
Violation of terms
Lack of prompt delivery made trucking company liable for 
amount spent in minimizing loss (M78L-1-22m) 35
Waiver of rights
Customer’s signed memo indicating he would relinquish right to 
recover costs of correcting minor defects, provided balance 
of merchandise was good and delivery strictly adhered 
to (M78L-1-41m) 3 9
Contributed capital 
See Stockholders’ equity
Contribution margin 
See Cost accounting— Direct costing
Corporations
Accumulation of earnings and profits where corp. continuously 
elects not to pay dividends may be taxed as unreasonable or 
ambitious expansion plans would normally constitute a bona 
fide business purpose and prevent such 
tax (N79L-2) 197
Board of directors valuation of consideration received for shares 
conclusive in absence of fraud (N78L-1-19m) 89
Directors and officers
Cannot benefit in dealings with or for corp.— dissenting minority 
shareholders may institute legal action in name of corp. to 
have acquisition (which benefited chairman) of one corp. by 
another chairman-controlled corp. and have the acquisition 
transferred to their own corp. with profits of interim, or 
minority could seek damages from 
chairman (M78L-4) 43
Indemnification of officer’s legal fees and expenses— rights and 
limitations applicable where president was defending himself 
successfully against criminal action brought against him in 
connection with an antitrust suit against the corporation, and 
indemnification is proper (N79L-2) 197
Corporations
Directors and officers (cont.)
Interlocking directorate
Land purchase fair and reasonable to the corporation may be 
made from such company if the facts are known by board 
or committee that authorizes (not counting votes of 
interested directors), or stockholders entitled to vote have 
such knowledge and approve (M79L-3) 144
Payment “on the side” to interlocking director to assist 
transaction with other company would violate the 
director’s fiduciary duty, may be criminally illegal, and 
would constitute grounds to make the transaction 
voidable (M79L-3) 144
Loan to president (employee) for benefit of company authorized 
by chairman (should have been board of directors) may 
leave chairman subject to personal 
liability (M79L-3) 144
Dividends
From authorized but unissued shares legal out of unreserved and 
unrestricted retained earnings, but where there is a par 
value, they must be issued at not less than 
par (M79L-3) 144
From shares of another company legal where enough unreserved 
and unrestricted retained earnings 
available (M79L-3) 144
Tax consequences of dividend from authorized but unissued 
shares is that basis for recipient’s shares must be allocated 
over a new number of total shares, but the distribution is 
not taxable (M79L-3) 144
Tax consequences of dividend from shares o f another company 
are that the shareholders must include FMV of shares 
received as dividend income subject to the dividend 
exclusion and their tax basis of the shares is 
FMV (M79L-3) 144
Foreign
Incorporated in one state, doing business in a neighboring state, 
must obtain a certificate of authority or it will not be 
permitted to maintain any action or suit in the neighboring 
state with respect to its intrastate 
business (N78L-1-9m) 8 7
Not having filed any papers in the neighboring state, cannot 
defend against a suit brought against it in the neighboring 
state’s courts (N78L-1-10m) 8 7
Issuance of shares
Proper consideration includes services actually performed, shares 
of stock of another corporation, and intangible property 
rights, but not promissory notes (N78L-1-14m) 88
Limited partnership similar in that both can only be created 
pursuant to statute and each must file a copy of their 
respective certificates with proper state 
authorities (N78L-1-18m) 88, (N79L-1-30m) 193
Pre-incorporation contracts
Board of directors at inception of corporation is free to either 
adopt or reject pre-incorp. agreements made on behalf of 
the corp., including employment contract of 
promoter (M78L-4) 42
Parties who agree to provide capital vital to corp. creation not 
permitted to withdraw commitments for six months, and this 
is enforceable against estate of such 
party (M78L-4) 42
Promoter entitled to cash expenditures because of implied
adoption by board of directors accepting all the benefits or 
because implied in law based upon unjust 
enrichment (M78L-4) 42
Subscription to buy shares in a corporation to be organized may 
not be revoked for six months in absence of special 
circumstances (N78L-1-15m) 88
Professional
State in which doctors incorporated must have enacted
professional corporation statutes permitting them to do 
so (N78L-1-22m) 89
Promoter of corporation to be organized liable as a party to the 
contract (M78L-4) 42
Seeks recovery of short-swing profits of ousted president
221
Corporations
Pre-incorporation contracts (cont.)
Valid defense is that all transactions alleged in violation of
Securities Exchange Act of 1934 were purchases in February 
1979 with corresponding sales in September 1979 (over six 
months) (N79L-1-32m) 193
Stock dividends
Analyze and discuss legal impact from standpoint o f corporate 
requirements that must be met, effect upon stated capital, 
and federal income tax effects or implications to 
shareholder (N79L-2) 197
Stock split
Analyze and discuss legal impact from standpoint of corporate 
requirements that must be met, effect upon stated capital, 
and federal income tax effects or implications to 
shareholder (N79L-2) 197
Cost
See Expense recognition
Cost accounting 
See a lso  Special order 
Absorption costing 
Differences from direct
costing (M78T-2-36m) 4 8 , (N79T-6) 20 7
Net earnings difference from direct costing is caused by
absorption allocating fixed costs between cost of goods sold 
and inventories, and direct costing expensing such costs as 
period costs (M78T-2-39m) 48
Product cost— computation, given standard capacity, fixed factory 
overhead, and variable unit costs (M78PI-2-33m) 7
Total costs o f an element o f production (material, labor, or 
overhead) are used in order to compute variances from 
standard amounts (N78T-1-42m) 101
Audit tests
Primarily to determine that costs are properly assigned to 
finished goods, work in process, and cost o f goods 
sold (M79A-1-6m) 125
Breakeven
See  Breakeven point 
Budgets
Preparation of sales, production, raw materials purchases, direct 
labor, and finished goods inventory budgets in dollars or 
units or quantities (N78PII-4) 72
By-product
Recognize value as produced— inventory based on allocation of 
joint costs plus subsequent processing 
costs (N79T-1-33m) 205
Common costs
Operating profit computation for a segment, given segment’s 
percent o f total sales, common costs allocated on that basis, 
sales for the segment, traceable costs for the segment, and 
total common costs (N78PI-1-14m) 56
Direct costing
Contribution margin for various combinations o f unit sales and 
units manufactured (or purchased) of single product (units 
manufactured and not sold by end of month must be 
discarded) (N79PII-4) 175
Contribution margin is unchanged and breakeven point increases 
if fixed costs attendant to a product increase while variable 
costs and sales price remain 
constant (N78T-1-35m) 101
Contribution margin monthly computation if  given number of 
units manufactured and all sales orders filled either from 
those or from other purchased (units manufactured and not 
sold by end of month must be discarded), and substitute 
more expensive ingredient must be used because o f potential 
strike (N79PII-4) 175
Contribution margin ratio increases and breakeven point decreases 
if  fixed costs decrease and variable costs as a percentage of  
sales decrease (N79T-1-31m) 205
Differences from absorption
costing (M78T-2-36m) 4 8 ,  (N79T-6) 2 0 7
How it facilitates calculation of contribution margin and 
breakeven point (N79T-6) 20 7
Net earnings difference from absorption costing is caused by 
absorption allocating fixed costs between cost of goods sold 
and inventories, and direct costing expensing such costs as 
period costs (M78T-2-39m) 4 8
Net income computation, given selling price, number o f units 
sold, variable unit costs, and fixed costs 
(M78PI-2-34m) 7
Not GAAP because fixed manufacturing costs are assumed to be 
period costs (M78T-2-50m) 4 9
Operating-income-increase-as-result-of-accepting-special-order 
computation, given brief absorption costing income 
statement, fixed costs in manufacturing expenses, number of 
units and price in special order, no additional selling 
expenses, and per unit sales price and manufacturing 
cost (M79PI-2-38m) 112
Operating-income-increase-as-result-of-accepting-special-order 
computation, given variable manufacturing cost, selling 
price, and number of units (N79PI-2-35m) 162
Operating income increase from accepting special order for 
specified number of units, given price, variable 
manufacturing cost per unit, and no additional selling 
expenses (N78PI-2-29m) 58
Period costs should be currently expensed because they will
occur whether or not production occurs, so it is improper to 
allocate these costs to production and defer a current cost of 
doing business— a basic tenet (N78T-1-39m) 101
To institute (install), variable and fixed components o f all costs 
related to production must be 
known (N78T-1-37m) 101
Economic order quantity 
See Quantitative methods 
Factory overhead
Includes all manufacturing costs, except direct materials and 
direct labor (N79T-1-35m) 205
Fixed cost
Definition and identifying characteristics (N78T-3) 102
Per unit decrease as production
increases (M78T-2-47m) 4 7
Flexible budgets
Fixed costs per unit decrease as production 
increases (M78T-2-47m) 49
Job order
Factory overhead includes payroll taxes paid by employer for 
factory employees (M79T-1-22m) 149
Used with standards, with direct costing, and with overhead 
allocation based on direct labor hours, but not with an 
averaging of direct labor and material 
rates (M78T-2-41m) 49
Joint costs
Allocated on relative sales value, relative weight, or linear 
measure, and average unit cost, but not relative 
profitability (N78T-1-48m) 102
Allocated to each of joint products a proportionate amount of 
total cost by means of a quantitative 
basis (M78T-2-38m) 48
Allocation-to-one-of-two-products computation, given total joint 
costs, sales value as split-off for each product, and allocated 
based on relative-sales-value-at-split- 
off (N79PI-2-26m) 161
Allocation using relative-sales-value-at-split-off approach, given 
such value and total joint costs (N78PI-2-21m) 57
Computation of allocation based on relative-sales-value-at-split- 
off (M78PI-2-22m) 6
Computation of sales value at split-off, given cost allocation, 
using relative-sales-value-at-split-off (M78PI-2-23m) 6
Computation of total joint cost, given relative-sales-value-at-split- 
off approach, such sales values for each of two products, 
and the allocated cost to one (M79PI-2-24m) 109
Cost accounting
Direct costing (cont.)
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Materials, labor, and overhead are 
allocable (M79T-1-31m) 149
Relative sales value is most frequent allocation 
base (M79T-1-30m) 149
Sales-value-at-split-off computation for company with three
products, given relative-sales-value-at-split-off approach used 
for allocation of joint costs, sales value at split-off for one 
product and in total, joint costs total, and joint cost 
allocation to another product (M79PI-2-32m) 111
Sales value at split-off for one product computation, given joint 
costs in total and amount allocated to that product, relative- 
sales-value-at-split-off approach used for allocation of joint 
costs, and total sales value at split-off for all 
products (N79PI-2-25m) 160
Total computation, given relative-sales-value allocation method, 
amount allocated to one product, and sales value at split- 
off (N78PI-2-23m) 57
Make or buy
Relevant costs computation, given per unit materials, labor, 
variable and fixed overhead costs, reduction in fixed 
overhead, and number of units (N78PI-2-35m) 59
Relevant costs include direct labor, variable overhead, and fixed 
overhead avoided if  the part is bought, but not fixed 
overhead that will continue even if the part is 
bought (N79T-1-32m) 205
Relevant costs including computation of amount that would have 
to be saved by using released facilities manufacture another 
part in order to decide to buy, given number of units, 
variable costs per unit, fixed overhead applied per unit 
eliminated, cost per unit to buy, and total amount of 
savings desired to make buy 
decision (N79PI-2-36m) 162
Relevant costs total computation, given per unit variable costs 
and fixed costs, number of units, and percentage change of 
per unit fixed costs that would 
continue (M79PI-2-36m) 111
Process costing
Computation o f distribution o f total cost to goods completed and 
work in process for one department, given average 
equivalent unit cost for materials and for conversion costs, 
number of units in each inventory, materials added at 
beginning, and ending work in process 50% complete as to 
conversion costs (M79PI-2-31m) 110
Equivalent units
Computation (M78PII-5) 21
Compute difference between weighted-average and FIFO for 
materials and for conversion 
costs (N78PI-2-32m) 59
Conversion costs (M78PI-2-25m) 6
Cost computation (M78PII-5) 21
Direct labor in all inventories (N78PII-4) 72
FIFO— work for the period must be broken down to units 
completed from beginning inventory, started and 
completed during the month, and units in ending 
inventory (M79T-1-39m) 150
Materials and conversion costs— FIFO computation, given units 
completed from beginning work in process and from the 
month’s production, units in process at end, percentage 
complete as to conversion costs o f both beginning and 
ending work in process inventories, and materials added 
at beginning (N79PI-2-34m) 162
Materials and direct labor in packaging 
inventory (N78PII-4) 72
Materials or conversion cost— amount necessary to complete 
one unit o f production (M78T-2-37m) 48
Raw materials in all inventories (N78PII-4) 72
Weighted-average method
Costing of finished goods and work in 
process (M79PII-4) 123
Cost accounting
Joint costs (cont.)
Cost accounting 
Process costing (con t.)
Does not consider degree of completion of beginning
work-in-process inventory when computing equivalent 
units of production, which is different from FIFO 
method (M78T-2-35m) 48
Entry to correct finished goods and work-in-process 
inventories (M79PII-4) 123
Materials, labor, and overhead
computation (M79PII-4) 123
Transferred-in costs, materials, arid conversion 
costs computation (M79PI-2-35m) 111
Unit costs of production for materials, labor, and 
overhead (M79PII-4) 123
FIFO will produce same cost of goods manufactured as 
weighted-average when there is no beginning 
inventory (N78T-1-38m) 101
Normal spoilage cost should be assigned to cost o f goods
manufactured (transferred out) if normal spoilage occurs at 
end of process (N78T-1-36m) 101
Transferred-in cost— computation of amount in ending work in 
process (M78PI-2-26m) 6
Weighted-average method
Materials-cost-of-work-in-process
computation (N78PI-2-33m) 59
Work-in-process-materials-inventory (ending)-cost computation, 
given materials added at beginning, units and costs in 
process at beginning, units and costs started, and units 
completed and transferred (N79PI-2-33m) 161
Would make use o f standards, variable costing, responsibility 
accounting, but not individual lots (M79T-1-29m) 149
Responsibility-accounting
Internal reports limited to controllable 
costs (N78T-1-47m) 102
Performance report— for supervisor o f assembly line in large 
manufacturing situation likely to include materials, repairs 
and maintenance, direct labor, but not the supervisor’s 
salary (M79T-1-34m) 149
Sell or process further (M78PI-2-29m) 7
Semivariable cost
Definition and identifying characteristics (N78T-3) 102
Three basic methods (scattergraph, high-low, least-squares)
“break down’’ into component parts 
discussion (N78T-3) 102
Spoilage
Abnormal (N79T-1-34m) 205
Normal (N78T-1-49m) 102
Normal is a product cost, while abnormal is a period 
cost (M79T-1-40m) 150
Standards
See Cost accounting— Variance analysis 
Variable cost
Definition and identifying characteristics   (N78T-3) 102
Variance analysis
Absorption costing—total costs of an element of production 
(material, labor, or overhead) are used in order to compute 
variances from standard amounts (N78T-1-42m) 101
Computation of all variances, including two-variance 
overhead (M78PII-5) 21
Direct labor
Description of standards that must be developed and how 
variances from those standards are 
calculated (N79T-6) 207
Efficiency
Actual-hours computation, given standard 
direct-labor rate, standard direct-labor hours, and usage 
unfavorable variance amount (N79PI-2-37m) 162
Actual-hours computation, given standard rate, 
standard hours allowed for actual production, and the 
variance (N78PI-2-36m) 59
Most probable reason for unfavorable labor rate variance and 
favorable labor efficiency variance is that the mix of
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workers assigned was heavily weighted towards use of 
higher paid, experienced 
individuals (N78T-1-43m) 102
Rate
Computed as difference between standard and 
actual rate multiplied by actual 
hours (M78T-2-45m) 49
Would disclose excess direct labor wages from 
overtime premium (M78T-2-43m) 49
Direct material
Description of standards that must be developed and how 
variances from those standards are 
calculated (N79T-6) 207
Price
Actual-purchase-price-per-unit computation, given standard 
unit price, actual quantity purchased, and price 
favorable variance amount (N79PI-2-38m) 162
Computation, given actual units used, actual material costs, 
and standard price per unit of 
materials (M79PI-2-37m) 111 
Computation, given standard and actual prices, and actual 
quantity purchased (N78PI-2-34m) 59
Recognize when material is purchased if wish to isolate 
variance at earliest point in 
time (M79T-1-23m) 149
Total— evaluated in regard to price and usage to allow
management to evaluate the efficiency of purchasing and 
production (M78T-2-44m) 4 9
Usage unfavorable and price favorable if  actual number of
pounds used exceeds standard allowed but actual cost was
less than standard cost (M79T-1-20m) 148
Factory overhead (M78T-2-49m) 49
Immaterial variances— normal year-end treatment is closing to 
cost of goods sold in the period in which they 
arose (M79T-1-33m) 149
Overhead
Overall (or net) computation, given total actual overh ead, total 
standard overhead rate, and standard hours allowed for 
actual production (N79PI-2-37m) 59
Three-way spending variance computation, given actual 
overhead, budgeted fixed overhead, actual hours, and 
variable overhead rate (M78PI-2-32m) 7
Total computation, given standard applied overhead and actual 
overhead (M79PI-2-39m) 112
Total overhead variance computation, given actual variable and 
actual fixed overhead, standard hours allowed for actual 
production, and standard variable and standard fixed 
overhead rates per direct-labor 
hour (N79PI-2-39m) 162
Two-way
Computation of actual overhead, given fixed amount, 
variable rate, and the two 
variances (M78PI-2-30m) 7
Computation of applied overhead, given fixed amount, 
variable rate, and the two 
variances (M78PI-2-31m) 7
Usage— allocated among work-in-process, finished goods, and
cost-of-goods-sold inventories at end of accounting 
period (M79T-1-25m) 149
Current assets
Computation of amount, given consignment-out carried in accounts 
receivable at a stated percentage (higher than cost), and the 
total current assets as on the books (N79PII-1-13m) 169
Current liability
Rent revenue collected one month in 
advance (N79T-1-14m) 203
Current value accounting
See Price-level accounting
Cost accounting
Variance analysis (cont.)
D
Data processing 
See Electronic data processing
Debentures 
See Bonds payable
Decision making
See a lso  Cost accounting— Direct costing 
See a lso  Quantitative methods— Probability 
See a lso  Special order 
Make or buy
Relevant costs include direct labor, variable overhead, and fixed 
overhead avoided if the part is bought, but not fixed 
overhead that will continue even if  the part is 
bought (N79T-1-32m) 205
Relevant costs including computation o f amount that would have 
to be saved by using released facilities manufacture another 
part in order to decide to buy, given number of units, 
variable costs per unit, fixed overhead applied per unit 
eliminated, cost per unit to buy, and total amount of 
savings desired to make buy 
decision (N79PI-2-36m) 162
Relevant costs total computation, given per unit variable costs 
and fixed costs, number o f units, and percentage change of  
per unit fixed costs that would 
continue (M79PI-2-36m) 111
Sell or process further
Relevant costs (M78PI-2-29m) 7
Special order
Operating income increase as result of accepting computation, 
given brief absorption costing income statement, fixed costs 
in manufacturing expenses, number o f units and price in 
special order, no additional selling expenses, and per unit 
sales price and manufacturing 
cost (M79PI-2-38m) 112
Operating income increase as result o f accepting special order 
computation, given variable manufacturing cost, selling 
price, and number o f units (N79PI-2-35m) 162
Depletion
Computation of amount, given cost of mine, development costs, 
value after ore extracted, ore amount, and amount o f ore 
removed during year (N79PII-1-16m) 170
Computation of amount, given cost of mine, residual value of 
land, number of tons that might be extracted in total and 
number o f tons extracted that year (M78PII-1-3m) 13
Computation should include charges for restoring the land after 
extraction according to contract (N78PII-1-9m) 66
Depreciation
Change in accounting principle
Computation o f cumulative effect o f change from accelerated to 
straight-line (M78PI-1-17m) 5
Computation of cumulative effect of change from double-
declining-balance to straight-line (M78PII-1-llm ) 15
Double-declining-balance
Computation and comparison with other specified methods for 
maximization of profits for accounting and for minimization 
of profits for income tax (M78PI-5) 11
Computation for year after equipment was purchased in midyear, 
ignores salvage, doubles straight-line rate, and takes and 
declines balance ½ year in first 
year (N78PII-1-8m) 66
Computation of amount taken over eight-and-one-half years of 
machine with expected useful life o f ten 
years (N79PII-3) 174
Second-year-amount computation, given cost and useful 
life (N79PIM-15m) 170
Methods
Conceptual rationale— systematic and 
rational (M78T-1-18m) 4 6
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Depreciation (cont.)
Straight-line
Computation and comparison with other specified methods for 
maximization of profits for accounting and for minimization 
of profits for income tax (M78PI-5) 11
Computation, given cash price, installation costs, useful life and 
salvage value (M78PII-1-16m) 16
Computation includes price, shipping, installation, salvage value, 
and useful life for first year, the addition of pollution 
control items (that neither prolonged life nor had salvage) to 
cost in second year with undepreciated cost now depreciated 
over remaining life (N78Pn-1-llm ) 66
Computation of amount taken over three-and-one-half years of 
machine with expected life of 7 years (N79PII-3) 174
Sum-of-the-years-digits
Book-value-of-machine computation, given cost, useful life, 
salvage, and date at end of second 
year (N79PII-1-1m) 167
Comparison with other specified methods for maximization of 
profits for accounting and for minimization of profits for 
income tax (M78PI-5) 11
Computation of cost of equipment, given useful life, salvage 
value, and the amount of depreciation in the third 
year (M78Pn-1-15m) 16
Computation of last year’s charge, given cost, useful life, 
salvage, and this method (M79PII-1-16m) 118
Disagreement between assistant and auditor in charge
Major difference of opinion concerning accounting issue, assistant 
believes necessary to disassociate himself from the resolution, 
both auditor and assistant must document details of 
disagreement and basis of resolution (M79A-1-4m) 125
Disclaimer 
See Auditor’s report
Disclosure
See also Accounting changes 
Accounting changes
Change in estimate—footnote disclosure of effect on income 
before extraordinary, net income, and related per-share 
amounts (M78T-7) 51
Change in reporting entity—in initial set of statements after
change disclose by footnote nature and reason, and disclose 
effect on earnings before extraordinary, net earnings and 
related per-share amounts for all periods presented, 
disclosures not repeated subsequently (M78T-7) 51
Accounting policies
Basic statements and this included in complete set of 
statements (N78T-1-23m) 100
Footnote
Always on normal transactions of assets acquired by lease, 
pension plans, and employee stock options, but not trade 
accounts receivable (N78T-1-44m) 102
Inadequate
See also Auditor’s report—Opinion
Client declines to make essential disclosures and auditor must 
provide them in his report and appropriately modify the 
opinion (N78A-1-9m) 76
Decide between qualified and adverse 
opinion (M78A-1-42m) 27
Primary responsibility for adequacy rests with 
management (N78A-1-28m) 78
Discontinued operations (disposal of segment)
Computation of income from continuing operations (after income 
taxes) on revised comparative statements, given operating 
income in each of two years, loss of the segment in each 
of the two years, and income tax rate of 
50% (N78PI-1-17m) 68
Computation of income or loss from discontinued operations after 
income taxes on revised comparative statements, given that
Discontinued operations 
Computation of income or loss (cont.)
company had income in each of the two years and an 
income tax rate of 50%, gain on sale of the segment 
(division), and loss of the segment in each of the two 
years (N78Pn-1-18m) 68
Net loss includes estimated loss of disposal and loss of segment 
during year of statement (M78PI-1-6m) 3
Discount on. purchases 
See Audit procedures—Purchase discount
Dividends
See also Federal income tax—Corporations 
See also Stock dividends
Computation of total common dividends, given net income, 
dividends on preferred, and dividend-payout ratio on 
common (N78PI-1-7m) 55
Computation on shares outstanding (M78PI-3) 8
Worksheet showing maximum amount available for cash dividends 
and how distributable to common, noncumulative and 
nonparticipating preferred, and cumulative and fully 
participating preferred with dividends in 
arrears (M78PI-3) 9
Early extinguishment of debt
See also Extraordinary items—Early extinguishment of debt 
Extraordinary gain computation (M78PII-1-13m) 15
Extraordinary loss computation (N79PII-1-14m) 170
Gain computation (N79PI-5) 165
Gains or losses
Immediate recognition is the only acceptable method and, if 
material, must be reflected as extraordinary 
items (N78T-5) 103
Supporting arguments for each of the three theoretic methods 
(amortized over remaining life of old debt, over life of new 
debt, recognized in period) of accounting for gains or 
losses (N78T-5) 103
Earnings per share 
Accounting changes
See also Accounting changes
Change in estimate—footnote disclosure of 
effect (M78T-7) 51
Change in reporting entity—effect disclosed for all periods 
presented (M78T-7) 51
Capital structure (M78T-1-14m) 46
Common stock equivalent
Defi nition and description of securities that would be considered 
such (N78T-2) 102
Dilutive used in computation of both primary and fully 
diluted (M79T-1-18m) 148
Example of substance over form (N78T-1-2m) 98
Complex capital structure
Definition and disclosures (both financial and explanatory) 
necessary (N78T-2) 102
Computation, given number of common shares outstanding
throughout year, preferred dividend requirement paid, and net 
income for the year (M79PI-1-5m) 106
Computation, given number of shares outstanding throughout year, 
additional shares issued at beginning of second quarter, net 
income, and dividends declared and paid to nonconvertible 
preferred (N79PI-1-6m) 157
Computation, given number of shares outstanding throughout year, 
number of shares issued at beginning of last quarter, and the 
net income (M79PI-1-4m) 106
Fully diluted
Number of shares used in computing this and primary, given 
number of shares outstanding at beginning of year, number 
of shares and issuance dates of two issues during year, and
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E
Earnings per share 
Fully diluted (cont.)
number of convertible bonds (not common stock equivalents) 
with conversion ratio issued at beginning of last 
quarter (N78PI-1-6m) 55
Not properly entitled, computed, or disclosed (M79T-2)  152
Number of shares used in computing primary and fully diluted, 
given number of shares outstanding throughout year, additional 
shares issued at beginning o f second and of third quarters, and 
number of convertible bonds (not common equivalents and 
conversion rate given) issued at beginning o f last 
quarter (N79PI-1-5m) 157
Primary
Common stock equivalents recognized only if 
dilutive (N79T-1-29m) 204
Computation including convertible bonds (M78PI-1-7m) 3
Number of shares used in computing, given number of shares 
outstanding at beginning o f year and number o f shares and 
issuance dates o f two issues during year, with additional 
information for fully diluted on issuance of convertible 
bonds (not common stock equivalents) at beginning o f  last 
quarter (N78PI-1-6m) 55
Economic order quantity 
See Quantitative methods
EDP
See Electronic data processing
Electronic data processing 
Accounting control
May leave no visible evidence indicating performance: test by 
reviewing transactions submitted for processing and 
comparing them to related output (N79A-1-23m) 180
Application controls
Purposes o f input controls, processing controls, and output 
controls (M79A-3) 133
Compliance testing
Can be performed using actual transactions or simulated 
transactions (N79A-1-35m) 181
Controls
Hardware— detect and control errors arising from use o f  
equipment (M78A-1-20m) 25
Downtime will exist even in fully-protected system because of 
unscheduled maintenance (N79A-1-47m) 183
Dumping information for maintaining backup file
Most efficient and least costly method is from disk to 
tape (N79A-1-31m) 181
Error reports are most probably reviewed and followed up by the 
EDP control group (N78A-1-37m) 79
Flowcharts
See  Internal control— Flowcharts 
General controls (M79A-3) 133
General knowledge of four given EDP topics that should be 
possessed by CPAs responsible for computer 
audits (M78A-4) 30
General purpose computer software package
How helpful in inventory audit with tape of inventory file 
data (N78A-5) 84
Generalized audit packages
Primary advantage enables auditor to utilize computer’s speed 
and accuracy (N79A-1-32m) 181
Hash totals
Totals o f amounts in computer-record data fields not usually 
added but used only for data processing control 
purposes (M79A-1-45m) 129
Internal control is lessened by computer operators having access 
to operator instructions and detailed program listings, but 
not by computer librarian maintaining custody of such 
instructions and listings, or by control group being solely 
responsible for distribution o f  output, or by programmers 
writing and debugging programs which perform routines 
designed by systems analyst (N78A-1-46m) 80
Electronic data processing 
Inventory
Basic audit procedures and how general purpose computer 
software package and tape of inventory file data might be 
helpful (N78A-5) 84
Object program
Machine-language program that results when a symbolic-language 
program is translated (M79A-1-14m) 126
On-line
Destructive updating— well documented audit trail necessary to 
audit balances (N79A-1-19m) 180
On-line, real-time (OLRT)
Internal control is strengthened by making a validity check o f an 
identification number before a user can obtain access to the 
computer files (N78A-1-llm ) 76
Programs generally examined or directly tested in audit
Include systems that affect a number of essential master files and 
produce a limited output, systems that update a few  
essential master files and produce no printed output other 
than final balances, and systems that perform relatively 
complicated processing and produce very  little detailed 
output (M79A-1-46m) 130
Programs not generally or directly tested in audit
System that performs relatively uncomplicated processes and 
produces detailed output (M79A-1-46m) 130
Real time processing (M79A-1-51m) 130
Software
Compiler (N78A-1-8m) 76
Systems analyst normally assigned operating respo n sibility for 
designing installation, including 
flowcharts (N78A-1-6m) 75
Uses o f computer to aid auditor’s examination of accounts
receivable in fully computerized system (N79A-4) 185
Validity check
Ascertains whether given characteristic belongs to the 
group (N79A-1-2m) 178
Employer and employee relationships 
See also  Agency 
See a lso  Contracts— Employment
Employer liable for damages from employee’s disregard of
instructions, irrespective o f efforts to prevent or employer’s 
reasonable care (M78L-1-lm) 32
Federal Fair Labor Standards Act 
Piece rates may be employed in lieu of hourly rates where 
appropriate (M78L-1-47m) 4 0
Social Security Act applies to both employer and 
employees (N79L-1-49m) 197
Workmen’s compensation
Compulsory within jurisdiction, but company did not provide—  
workman severely injured as result o f his own negligence 
can sue company and company cannot resort to the usual 
common law defenses (N79L-1-48m) 196
Employee will recover from employer or its insurer if his injury 
was result o f gross negligence on his and another 
employee’s part, but not if  he intentionally injured himself, 
if  he is an independent contractor, or if  his claim is based 
on a disease unrelated to the 
employment (M78L-1-48m) 4 0
Grossly negligent workman suffering permanent disability as a 
result will find his claim paid in 
full (M79L-1-47m) 142
Legal implications of not having workmen’s comp, include being 
subject to common law actions in elective jurisdictions, 
being precluded from certain defenses, additional 
compensation payments over and above basic amounts, 
immediate lump-sum payment, fines, and 
imprisonment (N78L-3) 95
Purpose to provide system o f compensation for employees 
(survivors or dependents) injured, disabled, or killed in 
course o f their employment (N78L-3) 95
226
Engagement letter
Best place to reduce preliminary arrangements to 
writing (M78A-1-8m) 23
Verbal commitment should have been reduced to 
writing (M78A-2) 29
EPS
See Earnings per share 
Equipment
See a lso  Machinery and equipment
Adjusting entry for incorrectly expensing in earlier 
year (N78PII-3) 77
Adjusting entry for incorrectly recording sale (N78PII-3)
Book value o f machine computation, given cost, useful life,
salvage, sum-of-the-years-digits depreciation, and date at end 
o f second year (N79PII-1-1m) 167
Cost computation (M78PI-5) 10
Cost purchased on installment plan is cash price plus installation 
costs (N78PII-1-6m) 66
Gain-on-sale computation, given purchase date and price, useful 
life, salvage, straight-line depreciation recorded monthly, and 
sale date and price (N79PII-1-4m) 167
Loss on sale o f machine
Computation, given purchase date and cost, salvage, monthly 
straight-line depreciation, and sale 
price (M79PII-1-15m) 118
71
Equity method 
Long-term investments
Computation of income reported (M78PI-1-4m)
Errors or irregularities
See a lso  Auditor’s responsibilities— Errors or irregularities 
Believed by auditor to exist
Consider implications and discuss with appropriate levels of 
management (M78A-1-59m) 29
Internal control
Evaluation of (not compliance with, review of, or study of)
existing system focuses directly on purpose o f preventing or 
detecting errors or irregularities (M78A-1-51m) 28
Irregularity
Includes misappropriation of an asset or group of 
assets (M78A-1-28m) 25
Misappropriation of an asset or groups of 
assets (N79A-I-7m) 178
Missing invoices ignored (M78A-2) 29
Plan audit engagement to search for errors or irregularities that 
would have a material effect on the 
statements (M79A-1-5m) 125
Substantive tests
Performed to mitigate risk of failure to detect material dollar 
errors in the statements (N79A-1-37m) 181
Ethics
See AICPA Code of Professional Ethics 
Evidence
See Generally accepted auditing standards— Standards o f field work 
Expense recognition
Allocation on basis o f association with revenue or among periods 
considered to serve no useful 
purpose (M78T-1-25m) 4 7
No discernible future benefit (M78T-1-25m) 47
Not justified by income tax savings o f immediate write-off versus 
allocating over periods (M78T-1-25m) 47
Expropriation
Entry and computation of amount given book value, fair market 
and reimbursement percentage o f fair 
market (M78PII-1-6m) 14
Extension of attest function
Report on internal control based on an audit is indication of the 
changing role o f the CPA (M79A-1-22m) 127
Extraordinary items
Do not include gains or losses on disposal o f a segment,
adjustments o f  accruals on long-term contracts, or gains or 
losses from a fire (M78T-1-24m) 47
Early extinguishment o f debt
Extraordinary gain computation (M78PII-1-13m) 15
Ext raordinary loss computation (N79PII-1-14m) 170
Extraordinary gain improperly shown on retained earnings statement 
rather than income statement (M79T-2) 152
Flood damage considered such only if  floods in the geographical 
area are unusual and occur 
infrequently (N78T-1-7m) 98
Governmental order to remove patented product from market 
because o f health hazard results in expense (rather than
extraordinary item) (M79PII-1-14m) 
Unusual and infrequent loss from hurricane 
damage (M79PII-1-13m) 118
Unusual in nature, infrequent, and 
material (N79T-1-16m) 203
Utilization o f a net operating loss
carryforward (M78T-1-24m) 4 7
118
FASB Interpretations
Ethics require compliance
FASB Statements 
No. 2 (M78PI-1-lm) 
(N78T-1-9m) 98.
(M79PI-3) 113,
(N79T-1-9m) 203
No. 4 (M78PII-1-13m)
No. 5 (M78PII-1-6m)
(M78T-1-23m) 47,
(N78T-1-13m) 99,
(M79A-4) 133,
(M79T-2) 151,
(M78A-1-14m) 24
2 , (M78T-5)
(N78T-1-19m) 
(M79PII-1-17m)
50,
99,
118,
15
14, (M78T-1-22m)
(N78PI-1-5m) 54,
(M79PIM-5m) 117,
(M79T-1-5m) 147,
(N79T-1-2m) 202,
47,
(N79T-1-3m) 202
No. 7 (M78T-5) 50
No. 8 (M78PI-1-9m) 3 , (M78T-3) 5 0 ,
(N78PI-1-8m) 55, (N78T-1-25m) 100,
(M79PI-1-10m) 107, (M79PI-1-19m) 108,
(M79T-1-2m) 147, (N79PI-1-9m) 157,
(N79T-1-10m) 203
No. 12 (M78PI-1-■14m) 4 , (M78T-1-10m) 4
(M78T-1-19m) 46, (N78Pn-1-4m) 65,
(N78PII-3) 71, (N78A-1-53m) 81,
(N78T-1-11m) 99, (M79PII-1-3m) 116,
(N79T-1-30m) 205
No. 13 (M78PI-1-16m) 5, (M78T-1-13m) 4
(N78PII-1-3m) 65, (N78T-4) 103,
(M79PI-1-llm ) 107, (M79PI-1-14m) 108,
(M79T-1-6m) 147, (M79T-2) 151,
(N79PI-1-14m) 158, (N79PI-1-15m) 158,
(N79T-1-12m) 203
No. 14 (M79T-5) 153, (N79PI-1-16m) 159,
(N79T-1-25m) 204
No. 16 (N78T-1-8m) 98
6,
Federal Fair Labor Standards Act 
Piece rates may be employed in lieu of hourly rates where 
appropriate (M78L-1-47m) 4 0
Federal income tax 
Allocation 
Computation (M78PI-1-2m)
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Federal income tax 
Allocation (con t.)
Computation involving repair expense and interest on 
municipals (M78PI-1-15m) 4
Deferred income tax liability would not arise from a permanent 
difference and improper method o f computing deferral used 
in any case (M79T-2) I5I 
Deferred-taxes-charged-to-income-statement computation, given 
cost, no salvage, and useful life o f machine, sum-of-the- 
years-digits for income tax and straight-line for accounting, 
and tax rate (M79PI-1-2m) 106
Income-tax-expense computation, given income per books before 
income taxes, tax rate, and any differences in book and tax 
are timing (N79PII-1-12m) 169
Interperiod 
Deferred method
Gross-change-method description (N79T-4) 2 0 7
Net-change-method description (N79T-4) 20 7
Justified by theory that income taxes should be treated as an 
expense (M79T-1-14m) 148
Intraperiod
Computed as difference between tax computed based on 
taxable income without including the item and tax 
computed based on taxable income including the 
item (M79T-1-9m) 148
Extraordinary gains or losses (N79T-1-17m) 203
Extraordinary gains or losses requires intraperiod 
allocation (N78T-1-14m) 99
Permanent differences
No provision for deferred income tax on municipal 
interest (N78PI-1-lm ) 54  
Premiums on officers’ life insurance have no effect on 
provision for deferred income 
taxes (N79PI-1-12m) 158
Provision-for-deferred-income-tax-in-income-statement
computation, given estimated loss on disposal o f unused 
plant facilities and effective income tax 
rate (N79PI-1-12m) 158
Basis
Trade-in (M78PII-2-18m) 16
Corporations
Accumulation of earnings and profits where corp. continuously 
elects not to pay dividends may be taxed as unreasonable or 
ambitious expansion plans would normally constitute a bona 
fide business purpose and prevent such 
tax (N79L-2) 197
Balance due from previous year’s return not 
deductible (M79PI-5) 114
Bonus to officers (N79PI-3) 163
Charitable contributions (N79PI-3) 163
Carryover (M79PI-5) 114
Deduction limitation (M78PI-4) 9,
(M79PI-5) 114
Limit o f 5% of taxable income computed before charitable 
deductions or special deductions made up partly of 
carryover and th is year’s 
contributions (N78PII-2-25m) 69
Christmas bonus to employees deductible (M79PI-5) 114
Contributions to local tax-exempt private 
college (N79PI-3) 163
Contributions to pension plan trust (M79PI-5) 114
Contributions to profit-sharing trust (N79PI-3) 163
Contributions to various indigents not 
deductible (M79PI-5) 114
Depreciation (N78PII-2-35m) 70
Dividends
From affiliated corporation (M78PI-4) 9
From current earnings o f wholly owned domestic 
subsidiary (N79PI-3) 163
From domestic corporations (M78PI-4) 9,
(N79PI-3) 163
From wholly owned domestic subsidiary (M79PI-5) 114
In cash and in treasury stock, effects or implications to 
shareholder (N79L-2) 197
9.
Federal income tax 
Corporations (con t.)
Marketable securities, not an inventory asset, reduce
accumulated earnings and profits by their cost, not their 
higher market (N78PII-2-19m) 68
Marketable securities, not an inventory asset, with a market 
value above cost do not result in a gain on 
distribution (N78PII-2-21m) 69
Dividends received deduction (M78PI-4) 9
Computation (M79PI-5) 114
Involving dividends received from domestic corporations and 
dividends received from current earnings o f wholly 
owned domestic subsidiary (N79PI-3) 163
Employer’s share o f social security taxes is deductible, but was 
used in a previous calculation in 
example (M79PI-5) 114
Equipment sale (N78PII-2-34m) 70
Estimated tax payments (M78PI-4) 9,
(M79PI-5) 114
Federal-income-tax-due computation (M79PI-5) 114
Finance charges on gasoline credit cards (N79PI-3) 163
Fire loss involving value before and after fire and 
insurance (N79PI-3) 163
Foreign tax credit (M79PI-5) 114
Income from investments o f pension trust not 
taxable (M79PI-5) 114
Interest income from corporate bonds (N79PI-3) 163
Interest on loan to purchase municipal securities not 
deductible (N78Pn-2-32m) 70
Investment credit (M78PI-4) 9
Investment tax credit carried over 
Long-term capital gain (M79PI-5)
(N79PI-3) 163
Long-term capital loss (N79PI-3) 163,
(M78PI-4) 9
Municipal securities— interest not included in taxable 
income (N78PII-2-32m) 70
Net capital gain (M78PI-4) 9, (M79PI-5) 114,
(N79PI-3) 163
Net long-term capital gain (N79PI-3) 163
Net long-term capital loss 
Not deductible against ordinary
income (N78PII-2-32m) 70
Offset against net short-term capital gain, remainder cannot be
deducted, but is available for carryback and carryover, so 
that total taxable income is the given taxable income from 
operations (N78PII-2-20m) 68
Net operating loss (N78PII-2-28m) 69
Net short-term capital gain (N79PI-3) 163
Operating loss deduction (M78PI-4) 9
Pension costs (M78PI-4) 9
Pension costs carryover (M78PI-4) 9
Pensions paid to retirees by pension trust not 
deductible (M79PI-5) 114
Personal holding company— accumulated earnings tax does not 
apply (N78PII-2-33m) 70
Profit-sharing costs (M78PI-4) 9
Property distribution— difference between fair market value and 
lower sale price of property to minority shareholder must be 
reported (N78PII-2-22m) 69
Provision for federal income taxes not deductible in determining 
taxable income (N78PU-2-32m) 70
Rental income (N79PI-3) 163
163
(M79PI-5) 114
114, (M78PI-4)
Royalties from patent on invention (N79PI-3)
Short-term capital gain (N79PI-3) 163,
(M78PI-4) 9
Short-term capital loss (M79PI-5) 114,
(N79PI-3) 163, (M78PI-4) 9
Social security taxes withheld from employees not 
deductible (M79PI-5) 114
Stock dividends effects or implications to 
shareholder (N79L-2) 197
Stock dividends fr o m treasury stock and cash effects or
228
Federal income tax 
Corporations (con t.)
implications to shareholder (N79L-2) 197
Stock split effects or implications to 
shareholder (N79L-2) 197
Subchapter S
Should not have more than one class o f  
stock (N78PII-2-27m) 69
Stockholder’s gross income is his share o f taxable income and 
current earnings and profits 
reported (N78PII-2-29m) 70
Taxable income computation, given that any alternative 
treatments should be resolved to minimize such 
figure (N79PI-3) 163
Taxable income lower than book income because organization 
costs written off over 5 years for tax and 10 years for 
books (N78PII-2-24m) 69
Tax-free exchange— no gain or loss on exchange of stock for 
property (N78PII-2-31m) 70
Treasury stock purchase is not deductible (M79PI-5) 114
Depreciation
Computation and comparison o f straight-line, double-declining- 
balance, and sum-of-the-years-digits for minimization of  
profits for income tax and maximization o f profits for 
accounting (M78PI-5) 11
Dividends from shares of another company included in dividend 
income at FMV received subject to the dividend exclusion, 
and their tax basis is FMV (M79L-3) 144
Equipment
Trade-in (M78PII-2-18m) 16
Error in previous return discovered 
Advise client to file a corrected return regardless o f whether or 
not error resulted in overstatement or understatement of 
tax (N79A-1-20m) 180
Individual
Adjusted gross income 
Computation (N78PI-5) 62
Computation involving 50% deductible net long-term capital 
loss and short-term capital 
gain (M79PII-2-37m) 121
Computation of college student (M79PII-2-24m) 119
Computed after deducting alimony (but not child 
support) (M79PII-2-22m) 119
Includes deduction for loss on rental property resulting from 
rental income received less ½ of real estate taxes (½ of 
house was used as personal apartment), o f annual fire 
insurance premium, ½ of depreciation for entire house, 
and all painting expense o f rental 
area (M79PII-2-40m) 121
Includes salary, interest (except on municipal obligations), and 
periodic payments o f alimony, but not child support 
payments resulting from 
divorce (M78PII-2-34m) 18
Not affected by gift or by sale o f gift between donor’s basis 
and fair market value at date of 
gift (M78PII-2-19m) 16
Allowance for moving expenses included in gross 
income (M79PII-2-26m) 120
Apartment building owner— lives in one of 10 apartments and 
must treat as a personal expense one-tenth of fuel and 
depreciation costs in computing (M78PII-2-25m) 17
Bad debt from noncollection of bill for personal services of 
carpenter not deductible because no income on this bill was 
ever reported (on cash basis) (N79PII-2-24m) 171
Bad nonbusiness debt deductible as short-term capital 
loss (M79PII-2-36m) 121
Bad personal debt from loan of two years results in short-term 
capital loss (N79PII-2-28m) 172
Bond purchased at a discount must have the basis adjusted each 
year by the amortized portion of the discount (included 
income) to arrive at the basis for long-term capital gain on 
sale computation (M79PII-2-28m) 120
Cash prize awarded in contest included in adjusted gross 
income (M79PII-2-24m) 119
Federal income tax 
Individual (cont.)
Casualty
Loss claim computed by deducting fair market value of 
personal residence after the fire from fair market value 
before the fire, less insurance proceeds, and less the $100 
limitation (N79PII-2-23m) 171
Loss deduction equals decrease in trade-in value o f  
auto (M78PII-2-22m) 17
Loss-to-home-from-damage-by-cyclone computation, difference 
between value before and value after casualty exceeds 
adjusted basis, and insurance proceeds and $100 limitation 
used to reduce adjusted basis to amount 
deductible (M79PII-2-32m) 120
Charitable contribution deduction for rare books to museum not 
allowed where right to use and possession are reserved to 
the contributor during his 
lifetime (N79PII-2-37m) 173
Child care credit allowable (N78PI-5) 63
Contribution to Keogh retirement plan, including January 
contribution (N78PI-5) 62
Country club dues deductible to extent incurred in connection
with business (N78PI-4) 62
Damages for personal injuries not included in gross 
income (M78PII-2-26m) 17
Death benefits paid to widow by employer o f husband excludable 
from adjusted gross income up to 
$5,000 (N79PII-2-40m) 174
Deductible expenses on overnight business trips include plane 
fares, hotels, meals, and business 
entertainment (M79PII-2-39m) 121
Deductions for adjusted gross income do not include 
unreimbursed dues to AICPA by an employee o f an 
accounting firm, unreimbursed union dues by an employee 
of a company, or medical expenses o f a self-employed 
individual (M79PII-2-27m) 120
Deductions-from-adjusted-gross-income computation, involving 
union dues and employment agency fees paid in securing a 
new job in same profession, but not hobby expenses (not 
engaged in for profit) or legal fees paid in connection with 
a libel suit (M79PII-2-31m) 120
Defined-contribution retirement plan— maximum contribution 
deduction is 15% of earned income from self- 
employment (M78PII-2-31m) 18
Depreciation deduction, considering 20% o f first $10,000
additional first-year deduction, and salvage of less than 10% 
may be ignored (to get maximum depreciation) under 
straight-line (N79PII-2-39m) 174
Dividend exclusion does not apply to dividends from foreign 
corporation (M79PII-2-23m) 119
Dividend exclusion not fully used by one spouse on separately 
owned stock not available to other spouse on his separately 
owned stock on joint return (M79PII-2-23m) 119
Dividend income
Computation, involving exclusion not applying to Subchapter S 
corporation dividend paid out o f current earnings and 
profits or to foreign corporation 
dividends (N79PII-2-33m) 173
Does not include dividends on life insurance 
policy (M79PII-2-23m) 119
Joint return— liquidating dividend is not dividend income, 
exclusion o f $200 allowed on joint return and dividend 
from domestic corporation with earnings entirely from 
municipal bond interest is 
included (M78PII-2-33m) 18
Less exclusion (N78PI-5) 63
Net of allowable dividend exclusion computation on joint 
return with each spouse separately owning stock, and 
foreign company dividends (M79PII-2-23m) 119
Dividends received less dividend exclusion included in adjusted 
gross income (M79PII-2-24m) 119
Divorcee gross income includes alimony payments (excluding 
child support) received during year and mortgage payments 
made by husband on home transferred to her, but not
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Individual (con t.)
repayment o f a loan she made to 
husband (N79PII-2-25m) 172
Earned-income-credit-available computation, involving divorced 
head of household, interest income, wages, and earnings 
from self-employment (N79PII-2-32m) 775
Employment agency fees paid in securing a new job in same 
profession are deductible from adjusted gross 
income (M79PII-2-31m) 120
Exchange o f real estate, both subject to mortgages, results in 
gain recognized as long-term capital gain to extent of 
difference in mortgage assumed (N79PII-2-27m) 772
Exemptions— couple may claim exemptions for themselves on 
joint return and one exemption for blind son they fully 
support, but no exemption for student daughter who 
provides 70% of her own support (M78PII-2-23m) 77
Exemptions on joint return for the two taxpayers and the
daughter they fully support, but no extra exemption for the 
daughter’s blindness or for a son who provides most o f his 
own support (N79PII-2-22m) 777
Exemptions on joint return that may be used in year o f death of 
a spouse for each spouse and extra exemptions for each 
spouse 65 or older (as o f date o f death, if 
applicable) (M79PII-2-29m) 120
Fellowship grants are tax exempt and not included in gross 
income (M78PII-2-21m) 77
Gift— sale in 1977 of property received by gift in 1977 at a price 
below the donor’s basis (basis for gain) and above the fair 
market value at the date o f the gift (basis for loss) results 
in zero adjusted gross income (M78PII-2-19m) 76
Gross income computation involving salary, year-end bonus, and 
allowance for moving expenses, but not medical insurance 
premiums paid by employer (M79PII-2-26m) 120
Gross income does not include workmen’s compensation,
damages for personal injuries, or reimbursement o f medical 
expenses (M78PII-2-26m) 77
Gross-income-on-lease computation includes rental payments 
received during last year o f lease but not fair market value 
of improvements left by lessor (N79PII-2-31m) 772
Head of household
Unmarried woman maintains home in which she and her 
unmarried son, not a dependent, 
reside (M79PII-2-21m) 779
Widow for 3-4 years maintains her home in which she and 
her dependent son reside (M78PII-2-28m) 18
Hobby expenses (not engaged in for profit) not deductible from 
adjusted gross income (M79PII-2-31m) 120
Individual-retirement-accounts-maximum-contribution computation 
involving one spouse without compensation (types counted 
for IRAs), joint return, husband not covered by any 
qualified retirement plan, and the maximum contribution 
under such circumstances of 
$1,750 (M79PII-2-25m) 120
Interest expense (N78PI-5) 63
Deductions include interest on home mortgage, installment 
charge accounts, and (2 payments o f 12 payments) times 
interest deducted in advance by bank to be repaid in 
equal installments, but not interest on loan to purchase 
tax-exempt bonds (N79PII-2-21m) 777
On borrowings to buy corporate bonds, on mortgage, and on 
installment purchases if  deductible, but not interest on 
borrowings to purchase tax exempt 
bonds (M79Pn-2-35m) 727
Interest income (N78PI-5) 63
Interest on assessment o f deficiency on federal income tax 
return is deductible, but not the penalty or additional 
tax (M79Pn-2-34m) 727
Joint return (N78PI-5) 62
Keogh plan deductible contributions limited to 15% o f earned 
income from self-employment (N79PII-2-34m) 173
Legal fees paid in connection with a libel suit not deductible 
from adjusted gross income (M79PII-2-31m) 120
Federal income tax 
Individual (cont.)
Life insurance dividends not dividend 
income (M79PII-2-23m) 779
Life insurance proceeds elected to be paid in annual
installments, amount subject to tax is annual installment 
amount less face of policy divided by number of 
installments, and less $1,000 for spouse o f deceased 
(widow) (N79PII-2-26m) 772
Long-term capital gain in exchange of real 
estate (N79PII-2-27m) 772
Long-term capital gain on sale of 
bond (M79Pn-2-28m) 120
Long-term capital loss (N78PI-5) 62
Loss— related interests
nondeductible (M78PII-2-20m) 16
Medical deduction 
Computation (N78PI-5) 63
Computation involves knowledge of deductibility o f one-half 
o f medical insurance premium (not exceeding $150), 
medicines and drugs must exceed 1% of adjusted gross 
income before the excess may be grouped with other 
medical expenses for the 3% test, medical expenses 
include crutches, and excess medical insurance premium, 
excess medicines and drugs, and other medical expenses 
are grouped and deductible to extent they exceed 3% of 
adjusted gross income (M78PII-2-24m) 77
Given adjusted gross income, medical insurance premiums, 
prescribed medicines, doctors, transportation to and from 
doctors’ offices, and reimbursement from 
insurance (N79PII-2-36m) 173
Involving drugs and medicines prescribed, health insurance 
premiums, doctors’ fees (some reimbursed), and 
eyeglasses and repairs (M79PII-2-30m) 120
Medical insurance premiums (N78PI-5) 63
Medical insurance premiums paid by employer not included in 
gross income (M79PII-2-26m) 120
Miscellaneous itemized deductions o f  plumber include specialized 
work clothes (required by employer), union dues, and cost 
of income tax preparation, but not will preparation or safe 
deposit box for personal items (N79PII-2-38m) 174
Net long-term capital
loss (M78PII-2-30m) 18, (M79PII-2-37m) 727
Net operating loss computation, given self-employed net loss, 
interest and dividend income, itemized deductions including 
net casualty loss, and personal 
exemption (N79PII-2-30m) 772
Net short-term capital gain (M79PlI-2-37m) 727
Net short-term capital loss (M78PII-2-30m) 18
Nonbusiness debt becomes worthless and is treated as a short­
term capital loss (M78PII-2-29m) 18
Real estate taxes (N78PI-5) 62
Reimbursed medical expenses not included in gross 
income (M78PII-2-26m) 77
Related interests— losses nondeductible (M78PII-2-20m) 76
Rental income (loss) used in computing adjusted gross income 
computation involving ½ of dwelling used for personal 
apartment, leaves ½ o f real estate taxes, Vi o f annual fire 
insurance premium, ½ of depreciation for entire house, and 
all o f painting expense on rental area deductible from the 
rent received, resulting in loss (M79Pn-2-40m) 722
Rental income (net)— owner of apartment building lives in one 
of 10 apartments and must treat as a personal expense one- 
tenth of fuel and depreciation costs in 
computing (M78PII-2-25m) 77
Sales tax (N78PI-5) 62
Scholarship excluded from income and adjusted gross 
income (M79Pn-2-24m) 779
Self-employed
Deductible contributions to qualified retirement plan on behalf 
o f a self-employed individual under ERISA limited to 
15% o f earned income from self- 
employment (N79PII-2-34m) 173
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Individual (cont.)
Income computation (N78PI-5) 62
Income computation involving nondeductible salary drawn by 
the self-employed person, nondeductible federal self- 
employment and income taxes paid, deductible malpractice 
insurance premiums, and deductible cost o f attending 
professional seminar (M79PII-2-38m) 121
Maximum contribution-to-defined-contribution-retirement-plan 
deduction is 15% of earned income from self- 
employment (M78PII-2-31m) 18
Net earnings involves gross receipts, cost o f sales, other
operating expenses and state business taxes paid, but not 
dividend income on personal investments or federal self- 
employment tax paid (M78PII-2-32m) 18
Short-term capital loss results from personal bad debt from loan 
o f two years (N79PII-2-28m) 172
State gasoline taxes (N78PI-5) 62
State income tax, including estimated (N78PI-5) 62
State income tax refund (N78PI-5) 63
Surviving spouse filing o f widower who did not remarry but 
continued to maintain his home in which his two dependent 
children lived, and had filed a joint return with his wife in 
the previous year, the year of her 
death (N79PII-2-29m) 172
Taxes deductible from adjusted gross income include state 
income tax withheld and state sales taxes paid, but not 
federal income tax or FICA withheld, federal auto gasoline 
taxes, or federal excise tax on telephone 
bills (M79PII-2-33m) 121
Taxes paid deductible as an itemized deduction include state 
income tax, real estate taxes on land in South America 
(held as an investment), and state sales taxes, but not 
federal income tax, federal self-employment tax, or state 
unincorporated business tax (N79PII-2-35m) 173
Total itemized deductions computation (N78PI-5) 62
Union dues deductible from adjusted gross 
income (M79PII-2-31m) 120
Workmen’s compensation not included in gross 
income (M78PII-2-26m) 17
Partnership
Basis to partner (N78PII-2-23m) 6 9
Ordinary income includes operating income but not deduction of  
charitable contributions, long-term capital gains, or dividends 
received from domestic 
corporations (N78PII-2-26m) 69
Sale of machinery to partner below adjusted 
basis (N78Pn-2-30m) 70
Stock dividends not taxable, but new basis for shares computed by 
allocation (M79L-3) 144
Trade-in
Basis o f new truck includes adjusted basis o f old plus additional 
payment required (M78PII-2-18m) 16
Federal securities regulation 
Accountant’s legal liability
Unqualified opinion on incorrect statements— best defense o f four 
listed against third party purchaser o f  securities sold in 
interstate commerce, action had not been commenced within 
one year after the discovery of the material 
misrepresentation (N78L-1-llm ) 8 7  
Auditor of statements accompanying registrations statement required 
to review events between date o f  report and date o f public 
sale or will be liable (M78L-3) 42
Brokerage firm
Customers might have a common law action for negligence, or 
might prove liability under Sec. 17 o f Securities Exchange 
Act o f 1934 (N78L-4) 95
Corporation planning to issue common stock to the public in 
interstate commerce after its registration statement with the 
SEC becomes eff ective must also make a filing in those states 
(in which the securities are to be sold) that have laws 
governing such off erings and obtain their
Federal securities regulation 
Corporation planning to issue common stock (con t.)
approval (M79L-1-43m) 142
Insider includes executive vice president, an 11% owner (8% of  
which he owns in his own name and 3% in an irrevocable 
trust for his or her benefit for life), or director who owns less 
than 10% of the shares o f stock of the corporation, but not a 
major debenture holder (M79L-1-49m) 143
Insider short-swing transaction
Vice president must account to corporation for his 
profit (N79L-1-27m) 192
Insider trading
Shareholder must sue for and on behalf o f the corporation and 
establish that the purchases and sales o f a director occurred 
within less than six months of each other and at a profit to 
the director (N78L-1-33m) 91
Issuer
Stockholder is probably an issuer if he sells 40% o f his shares 
through an investment bank under its normal 
procedures (M78L-1-6m) 33
Private placement
Prompt resale by purchasers would probably 
negate (M78L-1-llm ) 34
Sale by several brokerage houses in ordinary course o f business 
will subject senior vice president, 15% shareholder, and 
member of Board of Directors selling 10% of his stock in the 
company to SEC registration 
requirements (M79L-1-48m) 143
Securities Act o f 1933
Accountant’s legal liability— any materially false or misleading 
financial statements, including omission of material fact, 
provided purchaser proves such existed and the specific 
securities were the ones offered through the registration 
statement (N79L-1-29m) 192
Exempt from registration— usual annuity contract issued by
insurer, but not first mortgage bonds, convertible preferred, 
or limited partnership interests (N79L-1-28m) 192
Statute o f limitations— action must be brought within one year of 
discovery o f untrue statement or omission, or after such 
should have been made by reasonable diligence, but in no 
event more than three years after security was bought in 
good faith (N78L-4) 95
Securities and Exchange Commission— Regulation A 
Offering types and general requirements which must be met to 
qualify (N78L-4) 95
Same liability for false statement or material omission that 
applies to a full registration (N78L-4) 95
Securities Exchange Act o f 1934 
Antifraud provisions o f Sec. 10(B) and Rule 10b-5 do not apply 
in customer suit against negligent CPA audit, because fraud 
is intentional and requires more than showing 
negligence (N78L-4) 95
Corporation seeks recovery of short-swing profits o f ousted 
president (N79L-1-32m) 193
Major provisions that do apply and those that do not apply to 
given corporation and its officers, directors, and principal 
shareholders after a public offering (N78L-4) 95
Field work
See Generally accepted auditing standards— Standards o f field work
Financial Accounting Standards Board (M78T-3) 50,
(M79T-5) 153
Financial Accounting Standards Board Interpretations 
See FASB Interpretations
Financial statement analysis
Common size statements— enables financial analyst to compare mix 
o f assets, liabilities, capital, revenue, and expenses within a 
company or over a period or between companies without 
respect to relative size (M78T-2-40m) 48
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Financial statements
Identify inclusions or exclusions from illustrated statements that 
would violate GAAP and indicate corrective 
action (M79T-2) 151
Statement o f forecasted results o f operations not considered a 
financial statement covered by the standards of 
reporting (M79A-1-43m) 129
Fixed assets
S ee  a ls o  Audit procedures
S ee  a ls o  Equipment
S ee  a ls o  Machinery and equipment
Loss on sale would indicate that proceeds were less than book 
value (M79T-1-13m) 148
Lump-sum purchase
Land, warehouse, and office building purchased for given total 
price allocated on relative current assessed values, rather 
than vendor’s original costs (M79PII-1-19m) 119
Flowcharts
Aids in evaluation o f a series o f sequential 
processes (M78A-1-17m) 2 4
Example symbols mean a document has been generated by a 
manual operation (M79A-1-34m) 128
Interpret symbols and partially complete a flowchart on charge 
sales activities telling the internal control procedure or internal 
document (M79A-2) 131
Record auditor’s understanding of client’s internal accounting 
control system (N78A-1-42m) 7 9
Footnotes
S ee  a ls o  Disclosure
Initial footnote should describe all significant accounting 
policies (M79T-2) 152
Forecasts 
S ee  a ls o  Budgets
Statement o f forecasted results o f operations not considered a 
financial statement covered by the standards o f 
reporting (M79A-1-43m) 129
Foreign exchange
Foreign currency translation
Change in rate between date of transaction and date o f
statements would give rise to exchange gain or loss if asset 
or liability being translated is carried at a price in a current 
purchase or sale exchange (N78T-1-25m) 100
Current rate is used to translate accounts receivable o f foreign 
subsidiary (M79T-1-2m) 14 7
Denominate
Define and distinguish between denominate and measure and 
give brief example demonstrating the 
distinction (M78T-3) 5 0
Exchange gain or loss in consolidated income statement computa­
tion, given amount o f exchange loss from translation o f 
wholly owned foreign subsidiary for year, converted amount 
o f receivable from foreign customer payable in his currency 
at end of previous year, and exchange rate when he paid it 
early in the current year (N79PI-1-9m) 157
Fixed assets
Historical rate used (M78T-1-2m) 4 5
Gain computation, given receivable (in foreign currency) 
valuation at year end, amount receivable converted into 
when collected shortly thereafter, and exchange gains from 
translation o f another foreign 
subsidiary (N78PI-1-8m) 55
Historical rate used for equipment and its accumulated 
depreciation (N79T-1-10m ) 203
Inventory computation (inventory in local currency units divided 
by exchange rate at time of purchase o f the 
inventory) (M79PI-1-19m) 108
Marketable equity securities and inventories carried at cost 
translated at historical rates while such items carried at 
current market or net realizable value translated at current
Foreign exchange
Foreign currency translation (c o n t.)
rates (M78PI-1-9m) 3
Measure
Define and distinguish between measure and denominate and give 
brief example demonstrating the 
distinction (M78T-3) 5 0
Temporal method of translating statements 
Define and include in answer treatment o f long-term accounts 
receivable, deferred income, inventory valued at cost and 
long-term debt (M78T-3) 5 0
Use of historical rates to convert depreciation on fixed assets of 
foreign subsidiary to amount on income statement o f parent 
computation, given acquisition price, date, and rate at time of 
two acquisitions, straight-line, useful life, and no 
salvage (M79PI-1-10m) 107
Fraud
S ee  Accountant’s legal liability 
S ee  Audit procedures
Fund accounting
S ee  a ls o  Governmental accounting
S e e  a ls o  Municipalities
S ee  a lso  State and local government
S ee  a ls o  University accounting
S e e  a ls o  Voluntary health and welfare organizations
University accounting
Entries to record summary o f transactions (N78PII-5) 73
Statement o f changes in fund balances 
preparation (N78PII-5) 73
GAAP
S ee  Generally accepted accounting principles 
GAAS
S ee  Generally accepted auditing standards 
General standards
S e e  Generally accepted auditing standards
Generally accepted accounting principles 
S ee  a ls o  AICPA Code of Professional Ethics— Generally accepted 
accounting principles
Auditor’s judgm ent concerning overall fairness applied within this 
framework (M79A-1-60m) 131
Exception
Recording goodwill from revaluation is not 
acceptable (M78A-1-lm) 23
Publications that qualify as statements o f such under the AICPA 
Code of Professional Ethics include accounting interpretations 
issued by the FASB, AICPA Accounting Research Bulletins, 
and Statements of Financial Standards issued by the FASB, 
but not accounting interpretations issued by the 
AICPA (N78A-1-33m) 79
Generally accepted auditing standards
Acceptance o f an engagement after fiscal year end
First ascertain whether circumstances are likely to permit an 
adequate examination and expression of unqualified 
opinion (M78A-1-15m) 24
Detection o f illegal acts not assured by examination in accordance 
with GAAS (N79A-1-25m) 180
General standards
Adequate technical training (M79A-1-3m) 125
First— Adequate technical training and proficiency as an auditor 
is met by education and experience in 
auditing (N79A-1-48m) 183
Independence must be without bias (M78A-1-19m) 25
Lack of independence (M78A-1-54m) 2 8
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Generally accepted auditing standards (cont.)
Measures o f quality of auditor's
performance (M79A-1-25m) 127
Standards o f field work
Evidence— audit program procedures outlined are primarily to 
gather evidence (M78A-1-23m) 25
Materiality and relative risk underlie
application (M79A-1-27m) 127
Planning
Acceptance o f engagement after fiscal year 
end (M78A-1-15m) 24
Audit Program (M78A-1-16m) 24
Preliminary conference with client helps prevent 
misunderstandings and inefficient use of audit 
personnel (M78A-1-52m) 28
Tour o f client’s facilities and review o f the general records is 
most likely first step o f those 
given (M78A-1-55m) 29
Planning and supervision
Audit program is basic tool to control the audit work and 
review the progress (N78A-1-35m) 79
Audit program provides proof that the work was adequately 
planned (N79A-1-58m) 184
Need for supervision of engagement affects quantity, type, and 
content o f working papers (M78A-1-34m) 26
New client in unfamiliar business— AICPA Industry Audit 
Guides most useful source o f those given for information 
during the preliminary planning 
stage (M78A-1-45m) 27
Obtain a knowledge of matters that relate to nature o f entity’s 
business if  accept audit engagement without industry 
expertise (N79A-1-llm ) 179
Sufficient competent evidential matter 
Examine evidence that includes written client representations, 
vendor invoices, and minutes, but not client accounting 
manuals (N78A-1-26m) 78
Persuasiveness— documents mailed by outsiders to auditor, 
correspondence between auditor and vendors, and 
computations made by auditor are all more persuasive 
than sales invoices inspected by the 
auditor (M79A-1-31m) 128
Primary purpose o f audit program procedures is to gather 
corroborative evidence (M79A-1-2m) 125
Ultimately based on judgment o f  
auditor (N78A-1-57m) 82
Standards of reporting 
Consistency 
Accounting changes
Changes in estimate— standard does not 
apply (M78A-1-18m) 24
Standard applies to change in principle not generally 
accepted, change in repotting entity, and change in 
principle inseparable from a change in estimate 
(M78A-1-18m) 24
Exception when there is a change in format and presentation 
o f the statement of changes in financial position from 
cash concept to working capital (N78A-1-3m) 75
First examination (M78A-1-31m) 31
No exception for change in estimated salvage, change in 
classification o f an expense from “other” to “selling 
expense,” or for change in inventory pricing to correct 
math error in total o f opening 
inventory (N78A-1-3m) 75
Financial statements— include, for reporting purposes, statements 
of assets and liabilities from cash transactions, statements of 
changes in owners’ equity, statements o f operations by 
product line, but not statements o f forecasted results of 
operations (M79A-1-43m) 129
First standard does not apply when asked to perform examination 
to express opinion on one or more specified elements, 
accounts, or items of a statement (N79A-1-18m) 180
Fourth standard
Comparative statements (M78A-1-25m) 24
Prevents misinterpretation of degree o f responsibility the
Generally accepted auditing standards 
Standards of reporting (con t.)
auditor is assuming when the auditor’s name is associated 
with the statements (N78A-1-20m) 77
“Taken as a whole” applies equally to a complete set of
statements and to each statement (N78A-1-23m) 77
Materiality and relative risk underlie
application (M79A-1-27m) 127
Going concern
Continuation of accounting entity in absence of evidence to 
contrary (N79T-1-27m) 204
Justifies accruals and deferrals (M78T-1-7m) 45
Goodwill
See a lso  Consolidated financial statements 
See a lso  Intangible assets
Computation o f capitalization o f excess earnings at 10% should not 
use extraordinary gains (N78PII-1-7m) 66
Consolidated
Computation of amount, given purchased all (number of shares) 
shares o f company, price per share, and amount o f fair 
value of assets in excess of book 
value (N79PII-1-3m) 167
Matched on basis other than cause and effect 
(M78T-1-20m) 4 7
Recording goodwill from revaluation is not 
acceptable (M78A-1-lm) 23
Result o f investing for 45% ownership and 30% ownership in two 
companies, computation of amount (considering fair value of 
fixed assets o f one company exceeds book value), 
amortization, and accumulated amortiza­
tion (M79PI-3) 112
Governmental accounting 
See a lso  Municipalities 
See a lso  State and local government 
Budget
First o f given steps in acquisition o f goods and 
services (N79T-1-47m) 206
Recording credit to fund balance— estimated revenues exceed 
appropriations (M78T-2-26m) 4 7
Budgetary account
Appropriations (M79T-1-49m) 151
Debt Service Fund
Interest expense on bonds payable recorded when legally 
payable (N79T-1-45m) 206
Enterprise fund
Encumbrances would not appear (N79T-1-44m) 206
Fixed assets accounted for in a manner similar to “for-profit” 
organization (M78T-2-28m) 4 7
Expenditure
Actual cost rather than an estimate (N79T-1-48m) 206
Funds (three) accounted for in a manner similar to a for-profit 
entity are Special Assessment, Enterprise, and 
Intragovernmental Service (M79T-1-41m) 150
General Fund 
Expenditure
Repairs made and bill received (N79T-1-41m) 206
Truck received (N79T-1-49m) 206
Wages earned by employees but not 
paid (N79T-1-50m) 206
Property taxes recorded directly in general 
fund (M78T-2-31m) 4 8
Intragovernmental service fund 
Data processing center to service all agencies within a 
governmental unit (M78T-2-29m) 4 7
Not an expendable fund (N79T-1-43m) 206
Modified accrual method of accounting 
Property tax is susceptible to accrual but not state sales tax, 
income tax, or business licenses (M78T-2-27m) 4 7
Property taxes usually recorded before 
received (N79T-1-42m) 20 6
No counterpart to the land, building, and equipment fund in a
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Governmental accounting 
No counterpart to the land (cont.) 
voluntary health and welfare 
organization (M79T-1-47m) I5I 
Reserve for encumbrances— past year 
Expenditures for which purchase orders were made in prior year 
but disbursement will be in current 
year (M78T-2-30m) 4 7
Revenue
Business licenses are not susceptible to accrual using modified 
accrual method (M78T-2-27m) 4 7
Income tax is not susceptible to accrual using modified accrual 
method (M78T-2-27m) 4 7
Property tax
Recorded directly in the general fund (M78T-2-31m) 48
Susceptible to accrual using modified accrual 
method (M78T-2-27m) 4 7
State sales tax is not susceptible to accrual using modified 
accrual method (M78T-2-27m) 4 7
Separate funds used because diverse nature o f services offered and 
legal provisions make it necessary to segregate activities by 
functional nature (M79T-1-50m) 151
Special revenue fund
Expenditures account appears in (N79T-1-46m) 206
University accounting
Entries to record summary of transactions (N78PII-5) 73
Statement of changes in fund balances 
preparation (N78PII-5) 73
Governmental auditing
Extends beyond opinion and includes audits o f efficiency, 
economy, effectiveness, and 
compliance (N78A-1-18m) 77
Governmental order to remove patented product from market because 
of health hazard results in expense (rather than 
extraordinary) (M79PII-1-14m) 118
H
Health and welfare organizations 
See Voluntary health and welfare organizations
I
Illegal acts by clients
Auditor believes client may have committed illegal acts (as result 
of audit procedures) and should immediately inquire of 
management and consult with client’s legal counsel or other 
specialists, as necessary, to understand nature o f acts and 
possible effects (M79A-1-39m) 129
Auditor unable to determine amounts associated 
Qualify or disclaim opinion (M79A-1-36m) 128
Examination in accordance with GAAS should not be relied upon 
to provide assurance that such acts will be 
detected (N79A-1-25m) 180
Review of internal administrative control may bring to auditor’s 
attention (M79A-1-29m) 128
Incentive commission expense
Computation involving addition of amounts applicable to particular 
year— accrual accounting, and 
matching (N78PII-1-2m) 65
Incentive compensation plans 
See Bonus
Income statement 
Discontinued operations
Net loss includes estimated loss o f disposal and loss o f segment 
during year o f statement (M78PI-1-6m) 3
Income statement (cont.)
Overall review
Most important o f four given procedures was compare actual 
revenues and expenses with previous year and investigate 
significant differences (N78A-1-10m) 76
Independence
See Generally accepted auditing standards— General standards
See Quality control— Independence
Independent auditor
Appointed by board of directors or elected by stockholders of
publicly-traded corporations to emphasize auditor independence 
from management (M79A-1-49m) 130
Role and responsibilities (M79A-1-28m) 128
Industry segments
See  Segments
Installment sales
See a lso  Quantitative methods— Present value— Present value o f an 
annuity
Interest income
Computation for second year, given cash price, interest rate, and 
annual payments (N78PI-1-9m) 55
Computation for third year, given cash sale price at beginning of 
first year when sold, amount o f annual payments (which 
included interest) at end o f each o f five years, and interest 
rate (N79PI-1-19m) 158
Insurance
Adjusting entry for expensing three-year insurance 
premium (N78PII-3) 71
Fire
Coinsurance requirement met (M78L-1-17m) 35
Partial loss not fully recoverable on policy for full value of
property if insured had a policy with another company for a 
total o f insurance exceeding that full 
value (M79L-1-2m) 135
Recovery-amount computation, given building value, coinsurance 
clause, face o f policy, and loss (N78L-1-7m) 8 7
Sells insured property, but retains policy, will not be able to 
collect in event of destruction by 
fire (N78L-1-13m) 88
Total loss entitles lessee to recover damages to extent o f the 
value o f his leasehold interest (M78L-1-20m) 55
Total loss must be paid by insurance company, but it will be 
subrogated to insured’s rights against disgruntled employee 
who caused fire (N79L-1-12m) 189
Total loss of 40% insured property with 80% coinsurance clause 
would result in collecting face of 
policy (N79L-1-38m) 194
Usual policy does have to meet insurable interest test, provide 
for subrogation of insurer to insured’s rights upon payment 
of covered loss, and cover losses caused by negligence of 
insured’s agent, but does not permit assignment of policy 
without consent o f insurer (N79L-1-45m) 196
Insurable interest
Nonexistent in property of general trade debtor with the debt 
unsecured (M78L-1-18m) 35
When furniture is ordered to design and specification is marked 
or otherwise designated by the seller as goods to which 
contract refers (M78L-1-14m) 3 4
Life
Assigned to secure loan (M79L-1-3m) 135
Incontestability clause
Policy with two-year clause not voided by misrepresentation of 
physical condition when death occurred by accident three 
years later (M79L-1-4m) 135
Would make unsuccessful a defense by a life insurance
company that the insured made material misstatements of 
fact relating to his health (N78L-1-9m) 8 7
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Insurance 
Life (con t.)
Insurable interest— partners cross-insured each other’s lives, but if 
they were never partners recovery would be denied (no 
insurable interest) (M79L-1-4m) 135
Intangible assets
See a lso  Leasehold improvements 
Amortization
Forty years used if benefit for an indeterminate but very long 
period (M79T-1-12m) 148
Straight-line normally recommended (M78T-1-12m) 46
Goodwill
See a lso  Consolidated financial statements 
See a lso  Goodwill
Computation of capitalization of excess earnings at 10% should 
not use extraordinary gains (N78PII-1-7m) 66
Consolidated— computation of amount, given purchased all
(number o f shares) shares o f  company, price per share, and 
amount o f fair value o f assets in excess of book 
value (N78Pn-1-7m) 167
Matched on basis other than cause and 
effect (M78T-1-20m) 4 7
Recording goodwill from revaluation is not 
acceptable (M78A-1-lm) 23
Result o f investing for 45% ownership and 30% ownership in 
two companies, computation of amount (considering fair 
value o f  fixed assets o f  one company exceeds book value), 
amortization, and accumulated 
amortization (M79PI-3) 112
Income statement effects o f amortizing patent and franchise, and 
expensing research and development 
costs (M79PI-3) 112
Prepare intangibles section of balance sheet involving patent and 
franchise and accumulated amortization on 
each (M79PI-3) 112
Trademarks
Amortized over maximum period of forty years, using straight- 
line (M79T-2) 151
Interest income 
See Installment sales
Interim financial information 
Limited review
Consists primarily o f making inquiries and performing analytical 
procedures concerning significant accounting 
matters (M78A-1-36m) 26
GAAP not followed— advise board o f directors of 
particulars (M78A-1-37m) 2 7
Interim financial reporting 
Advertising expense
Expenditures in August promoting subscriptions to skiing 
magazine with only two issues (October and November) 
should all be expensed on the quarterly income statement 
for the three months ended with 
December (N79PI-1-11m) 158
How revenue, cost, and expense recognized for such reporting 
relate to those recognized for year-end 
reporting (N79T-4) 207
Income tax recognition at such dates (N79T-4) 207
Inventory
Estimated gross profit rates are allowable at interim dates but not 
at year-end (M79T-1-3m) 147
Inventory and cost of goods sold special accounting 
treatment (N78T-6) 103
Inventory loss from market decline occurring in second quarter 
should be reflected in second quarter income 
statement (M79PI-1-7m) 107
Product and period cost recognition discussion (N78T-6) 103
Provision for income taxes computation and reflection in 
statements (N78T-6) 103
Interim financial reporting (con t.)
Recognition o f revenue discussion and specifically for seasonal
business and for percentage-of-completion (N78T-6) 103
Interim financial statements 
Limited review
Does not provide basis for opinion because not accord with 
GAAS (N79A-3) 184
Procedures and purpose o f each (N79A-3) 184
Internal auditors
Objectivity may be judged by a review of the recommendations 
made in their reports (N78A-1-50m) 81
Internal control
See a lso  Electronic data processing 
See a lso  Errors or irregularities 
See a lso  Flowcharts 
Accounting
See a lso  Audit procedures— Internal control 
Authorization of transactions (M79A-1-30m) 128
Cash disbursements
Require all checks signed by officer after support examined to 
protect against improper or 
inaccurate (M78A-1-60m) 29
Signed checks mailed under supervision of check 
signer (N78A-1-2m) 75
Compliance tests (N79A-1-21m) 180,
(M78A-1-46m) 28
Equipment— weakness would be a policy requiring all purchases 
of factory equipment to be made by the department in need 
of the equipment (N78A-1-34m) 79
Flowcharts record the auditor’s understanding of client’s 
system (N78A-1-42m) 79
Inherent limitations (N78A-1-49m) 80
Narrative memorandum, flowchart, and decision table are all 
mediums that are normally used by auditor to record 
information concerning the client’s 
system (M79A-1-26m) 127
Normally includes procedures to provide reasonable assurance 
that transactions executed accord with management’s general 
or specific authorization (N78A-1-58m) 82
Payroll
Lack o f  sufficient segregation to afford effective control is 
reason for observation of actual distribution o f payroll 
checks (M79A-1-20m) 127
Segregate duties o f making salary payments to employees and 
hiring new employees (M78A-1-41m) 27
Postdated checks received from customers should be restrictively 
endorsed (N79A-1-10m) 179
Purchases— procedures expected if effective (N78A-4) 83
Reasonable assurance is basic concept, which recognizes cost 
should not exceed benefits (M79A-1-llm ) 126 
Study and evaluation (M78A-1-49m) 28
Weakness discovered during audit, auditor required to
communicate the material weakness to senior management 
and board of directors (N78A-1-39m) 3 9
Accounts receivable
Prevention o f concealment o f cash shortage from improper write­
off o f an account most likely (of listed procedures) by 
write-off approval by responsible officer after review of  
credit department recommendations and supporting 
evidence (M78A-1-32m) 26
Written off transferred to a separate 
ledger (N79A-1-28m) 181
Administrative
Review not primarily for expressing an opinion, but may bring 
possible illegal acts to auditor’s 
attention (M79A-1-29m) 128
Compliance testing
Statistical sampling— attribute more useful than variable, 
unrestricted random, or stratified random 
sampling (M78A-1-2m) 23
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Internal control 
Compliance testing (con t.)
To provide reasonable assurance that procedures are being 
applied as prescribed (N79A-5) 185
Documentation of auditor’s understanding of system in form of  
questionnaires, narrative memorandums, decision tables, and 
flowcharts (N79A-5) 185
Effective
Based on tests during year, auditor concluded records,
procedures, and representations could be relied on, but 
auditor should test these again at year end if  inquiries and 
observations lead auditor to believe that conditions have 
changed significantly (M79A-1-16m) 126
Overriding principles include responsibility for performance of  
each duty must be fixed as result of concept o f charge and 
discharge o f responsibility and 
duty (M79A-1-20m) 127
Electronic data processing
On-line, real-time (OLRT) strengthened by making a validity 
check o f  an identification number before a user can obtain 
access to the computer files (N78A-1-llm ) 76 
Evaluation to determine the extent o f substantive tests that must be 
performed (N79A-1-29m) 181
Flowcharts
Example symbols mean a document has been generated by a 
manual operation (M79A-1-34m) 128
Interpret symbols and partially complete a flowchart on charge 
sales activities telling the internal control procedure or 
internal document (M79A-2) 131
Inventory
Cycle physical count does not indicate 
weakness (M78A-1-21m) 25
Expensing items of little value does not indicate 
weakness (M78A-1-21m) 25
Perpetual (M78A-1-21m) 25
Marketable securities
Bank custodial agent for safekeeping is best o f several given 
actions (M78A-1-26m) 24
Organizational independence o f departments 
Not impaired by internal auditors reporting to audit committee of 
board o f  directors, by payroll reporting to chief accountant, 
by cashier reporting to treasurer, but impaired by controller 
reporting to vice president of 
production (M79A-1-42m) 129
Payroll
Accounting department— appropriate that it be responsible for 
preparation o f periodic governmental reports regarding 
employees’ earnings and withholding taxes, but not for 
approval o f employee time records, for maintenance of  
records o f employment, discharges, and pay increases, or 
for temporary retention o f unclaimed employee 
paychecks (N78A-1-25m) 78
Cash—each employee should be asked to sign a 
receipt (N79A-1-54m) 183
Department supervisor may have responsibility for reviewing and 
approving time reports for subordinates, hiring subordinates, 
and initiating requests for salary adjustments for 
subordinates, but not for distributing payroll checks to 
employees (N79A-1-59m) 184
Distribution o f checks— receptionist preferably responsible rather 
than bookkeeper, payroll clerk, or 
cashier (N79A-1-5m) 178
Distribution responsibility for payroll checks should belong to the 
company paymaster (M79A-1-59m) 131
Less than effective if  payroll supervisor distributes payroll checks 
to employees (N78A-1-22m) 77
Total time spent on jobs should be compared with total time 
indicated on time-clock punch 
cards (M79A-1-37m) 129
Preliminary evaluation objectives (N79A-5) 185
Property, plant and equipment (N78A-1-5m) 23
Weakness— all purchases o f factory equipment required to be 
made by department in need of the 
equipment (N79A-1-45m) 182
Internal control (cont.)
Purchasing o f raw materials (M79A-1-48m) 130
Reasonable assurance
Cost should not exceed benefits expected (N78A-1-4m) 75
Report based on an audit is an indication o f changing role o f the 
CPA that calls for extention o f auditor’s attest 
function (M79A-1-22m) 127
Returns o f defective merchandise by customers should be delivered 
to receiving clerk (N79A-1-55m) 183
Stock certificates cancelled
Defaced and attached to their corresponding stubs, where no 
independent stock transfer agents are employed and 
corporation issues its own stocks and maintains stock 
records (N79A-1-42m) 182
Study and evaluation
Audit program developed after evaluation of internal accounting 
control (M78A-1-49m) 28
Basis for reliance in determining nature, extent, and timing of  
tests, and basis for suggestions for 
improvements (N79A-5) 185
Evaluation of (not compliance with, review of, or study of)
existing system focuses directly on purpose o f preventing or 
detecting errors or irregularities (M78A-1-51m) 28
Purpose is to aid in determining nature, timing and extent o f  
tests, to provide basis for constructive service suggestions, 
and to establish a basis for reliance thereon, but not to 
provide training and development for staff 
accountants (M78A-1-22m) 25
Secondary objective is to provide a basis for constructive 
suggestions concerning 
improvements (M78A-1-40m) 27
To determine the extent o f substantive tests that must be 
performed (N79A-1-29m) 181
Vouchers
Official signing check should compare check with voucher and 
deface voucher documents to prevent a paid voucher from 
being presented for payment a second 
time (M79A-1-21m) 127
Weakness
Storekeeper keeps the perpetual records o f large number of 
individual items (M78A-1-21m) 25
Internal Revenue Code sec. 305 (M79L-3) 144
Inventory
See a lso  Consignments 
See also  Cost accounting 
See a lso  Electronic data processing 
See a lso  Internal control 
Accounting changes
Computation o f net income resulting from change in principle 
from FIFO to LIFO (M78PII-1-7m) 14
Audit procedures
Damaged merchandise discovery— observation is best o f given 
procedures (M78A-1-6m) 23
Cash-disbursements-for-month-estimate computation, given estimated 
purchases, estimated percentage payments for purchases of 
month within month, and estimated payments during month for 
each of previous two months’ 
purchases (N79PI-2-21m) 160
Cash discounts always taken not included in cost or accounts 
payable (N78PI-4) 61
Consignments-in not included in inventory or accounts 
payable (N78PI-4) 61
Consignments-out included in inventory (N78PI-4) 61
Cost computation would include cost o f merchandise out on 
consignment, goods purchased and shipped f.o .b . shipping 
point and cost o f goods out on approval, but exclude any 
markup and goods held on 
consignment (M78PII-1-17m) 16
Dollar-value LIFO method computation (M79PII-3) 122
Estimated gross profit rates
Allowable at interim dates but not at year- 
end (M79T-1-3m) 147
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Inventory (cont.)
FIFO
Computation for one product (N79PI-4) 164
Finished goods
Cost accounting tests primarily to determine that costs properly 
assigned to finished goods, work-in-process, and cost of 
goods sold (M79A-1-6m) 125
F.O.B. shipping point goods recorded as sale (or purchase) upon 
shipment (N78PI-4) 61
Freight included in cost (N78PI-4) 61
Gross margin (profit) method 
Fire loss estimated computation involving 
salvage (N79PI-4) 164
Internal control
Weakness if storekeeper keeps the perpetual records of large 
number of individual items (M78A-1-21m) 25
LIFO computation for one product (N79PI-4) 164
LIFO dollar-value method computation (M79PII-3) 122
Lower of cost or market is an example of 
conservatism (N79T-1-19m) 204
Overstatement
Adjusting entry for errors in opening and 
closing (N78PII-3) 71
Permanent decline in value
Net realizable value is proper valuation (N78T-1-12m) 99
Perpetual
Non-manufacturing company—debit
verification (M78A-1-12m) 24
Perpetual of only more valuable items with frequent physical 
verification would best (of four choices) detect theft of such 
items from inventory consisting of hundreds of different items 
selling for $1 to hundreds of dollars (M79A-1-47m) 130
Physical is lower—could be result of failure to record 
sales (M78A-1-3m) 23
Physical
Lower than perpetual—could be result of failure to record 
sales (M78A-1-3m) 23
Prices decreased if FIFO cost of goods sold exceeds LIFO cost of 
goods sold (M79T-1-llm ) 148 
Purchase cut-off
Best of given items for auditor to review and test to ascertain 
merchandise properly included (M78A-1-50m) 28
Retail method
Computation to approximate LCM would include markups, but 
not markdowns, at point of computing cost ratio, but 
markdowns and sales subtracted from merchandise available 
at retail before applying cost ratio (N78PII-1-12m) 67
Estimate (M79PII-3) 122
Lower of average cost or market estimated ending inventory 
computation (N79PI-4) 164
Lower of FIFO or market computation (N79PII-1-9m) 169
Sold goods (not shipped) not included in 
inventory (N78PI-4) 61
Turnover analysis may detect obsolete 
merchandise (N79A-1-22m) 180
Weighted average for one product (N79PI-4) 164
Work in process
Cost accounting tests primarily to determine that costs properly 
assigned to finished goods, work-in-process, and cost of 
goods sold (M79A-1-6m) 125
Estimation of loss by flood computation involving gross profit 
method estimation of cost of finished goods manufactured 
which were not destroyed (M79PII-3) 122
Investments
See also Marketable securities
Investment committee of board of directors are best persons to 
make periodic reviews of investments of additional temporary 
funds (M79A-1-10m) 126
Land acquired as potential future building 
site (N79PII-3) 174
Long-term
Bonds—interest income (M78PI-1-18m) 5
Cost method—computation of income
Investments 
Long-term (cont.)
reported (M78PI-1-11m) 4
Equity method
Computation of income reported (M78PI-1-4m) 2
Valuation computation one month after purchase, given 45% 
interest, amount of share of month’s income, dividend per 
share amount and record date during that month, and 
amount of goodwill amortization for that 
month (M79PI-1-9m) 107
Permanent decline in market value—decline other than temporary 
must be recognized (N78A-1-53m) 81
Short-term
Equity securities—computation of balance of account, given cost 
of shares, number of shares, 25% investment, ability to 
significantly influence, per share dividend received, and net 
income of invested company (N78PI-1-12m) 55
Reduced to market (N78PII-1-4m) 65
Irregularities
See Errors or irregularities
Joint cost
See Cost accounting
K
Kiting
See Auditing procedures—Cash 
Knowledge
Obtain a knowledge of matters relating to nature of entity’s 
business if accept audit engagement without industry 
expertise (N79A-1-llm ) 179
Land
Analysis of account computation, given beginning balance, issuance 
of stock (quoted market price given) for land and building, 
and appraised value for the land and the 
building (N79PII-3) 174
Book value computation, given exchange of given number of 
shares of stated fair market value for it, and sale of scrap 
removed from site (N79PII-1-10m) 169
Cost computation (M78PI-5) 10
Cost computation includes price, demolition of old building, legal 
fees for title investigation and purchase contract, less salvaged 
materials from building, and problem includes cost of new 
building (N78PII-1-10m) 66
Land held for resale shown separately (M78PI-5) 10
Tract acquired as potential future building site shown under 
investments (N79PII-3) 174
Lapping
See Accounts receivable—Lapping
Lawyer’s response to letter of audit inquiry 
May be limited to matters considered individually or collectively 
material if the lawyer and auditor have reached an 
understanding on limits of materiality for this 
purpose (M79A-1-33m) 128
Leasehold improvements
Analysis of account, given beginning balance and cost of new 
parking lots, streets, and sidewalks (N79PII-3) 174
Capitalizable amount (M78PI-5) 10
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Leases
See a lso  Sale and leaseback 
Lessee 
Capital
Accounts created or affected by transaction and how costs 
related to earnings (N78T-4) 103
Amount computation should utilize incremental borrowing rate 
of lessee in absence o f information on lessor’s implicit 
rate (N78T-4) 103
Computation o f interest expense and depreciation, given 
present value of lease payments, effective interest rate, 
and useful life o f asset (N78PII-1-3m) 65
Disclosures that must be made (N78T-4) 103
Period costs (M78T-1-15m) 4 6
Present value o f minimum lease payments greater than 90% of 
fair value o f asset at inception of 
lease (N78T-4) 103
Operating
Expense computation includes monthly rent and amortization 
o f leasehold improvement over 120 
months (M 79PIM -llm) 117 
Expense is amount o f monthly payments for number of 
months leased during year, but lessor’s income is total 
payments received less 
depreciation (M79PI-1-llm ) 107  
Expense is payments for fraction o f year 
leased (N79PI-1-15m) 158
Valuation on balance sheet is zero (M78T-1-13m) 46
Lessor 
Capital
Not properly capitalized, amortized, or 
disclosed (M79T-2) 151
Direct financing
Determination of appropriate amount o f earnings to be
recognized from each lease payment (N78T-4) 103
Disclosures that must be made (N78T-4) 103
Reasons for so classifying given lease (N78T-4) 103
Recording and determination of amounts (N78T-4) 103
Unearned income amortized over period o f lease using interest 
method (N79T-1-12m) 203
Operating
Income-before-income-taxes computation, given (for fraction of  
year leased) rental payments (earned), depreciation, and 
related costs (N79PI-1-14m) 158
Income is two lessees’ total payments received from for the 
respective months leased, less depreciation, but lessee’s 
expense is amount o f monthly payments for number of  
months leased (M79PI-1-llm ) 107 
Sale by lessor
Computation o f amount o f profit (difference between cash 
selling price and cost) and interest income (cash selling 
price minus first payment made beginning date o f lease, 
multiplied by the interest rate contemplated and by the 
one-half year it was leased during first fiscal-calendar 
year) (M79PI-1-14m) 108
Interest income computed on cash sales price minus first 
(down) payment for fraction o f year 
leased (M78PI-1-16m) 5
Sales or direct financing
Bargain purchase provision, collectibility o f lease payments 
assured, no important uncertainties, and no transfer of 
ownership by end of lease (M79T-1-6m) 147
Legal capital
Corporate capital required by statute to be retained to minimally 
protect creditors (M79T-6) 153
Liability
See a lso  Accountant’s legal liability 
See a lso  Audit procedures 
Premium claims outstanding
Computation o f estimated, given number o f coupons issued, 
number necessary to redeem for a premium, premium cost, 
estimated percentage of coupons which will be redeemed.
Liability
Premium claims outstanding (cont.)
and number already redeemed (M79PII-1-2m) 116
Unredeemed coupon computation, given total value o f coupons 
issued, amount disbursed as o f end o f year, percentage 
expected to be redeemed, and one month lapse between date 
grocer received coupon and company receives 
it (N79PII-1-2m) 167
Warranty
Computation of estimate for two-year (M78PII-1-lm) 13
Limited review 
‘ Interim financial information
Consists o f primarily making inquiries and perform analytical 
procedures concerning significant accounting 
matters (M78A-1-36m) 26
GAAP not followed— advise board of directors of 
particulars (M78A-1-37m) 27
Interim financial statements
Do not provide basis for opinion because not accord with 
GAAS (N79A-3) 184
Procedures and purpose o f each (N79A-3) 184
Linear programming 
See Quantitative methods
Litigation
See Audit procedures
Local government 
See State and local government
Long-term contracts 
Completed-contract method
Billings on uncompleted contract in excess o f related costs 
computation (N78PI-4) 61
Gross profit to be recognized is none when no contract is 
completed (N78PI-4) 61
Interim billings not GAAP for recognizing earnings because often 
no meaningful relationship to work 
performed (M79T-4) 153
Percentage o f completion
Billings on uncompleted contract in excess o f related costs 
computation (N78PI-4) 61
Computation o f  income for each o f two years, given costs 
incurred in each year, estimated cost to complete in first 
year, and contract price (N78PII-1-13m) 6 7
Gross profit recognized first year would be estimated total gross 
profit multiplied by percentage of costs incurred to total 
estimated cost (N79T-1-llm ) 203  
Gross-profit-to-be-realized computation (N78PI-4) 61
Preferable when estimates of costs to complete and extent of 
progress toward completion are reasonably 
dependable (N79T-1-15m) 203, (M79T-4) 153
Percentage-of-completion and completed-contract methods of
computation and recognition o f earnings (M79T-4) 153
Percentage-of-completion and completed-contract methods of 
reflecting job costs and interim billings on the balance 
sheet (M79T-4) 153
Progress billings and construction in progress shown at reporting 
dates prior to completion net, as a current asset if  debit 
balance and current liability if  credit (N78T-1-40m) 101
Long-term investments 
See a lso  Marketable securities 
Bonds
Computation of valuation at end of year, given purchase date, 
face, amount paid, including amount of accrued interest, 
straight-line amortization of premium, and maturity 
date (M79PI-1-8m) 107
Marketable equity securities
Net unrealized gain—footnote or parenthetical disclosure 
only (M78T-1-11m) 46
Net unrealized loss— valuation allowance in equity section of  
balance sheet (M78T-1-10m) 4 6
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Loss on sale o f asset
Proceeds were less than book value (M79T-1-13m) 148
Loss on sale o f  machine computation, given purchase date and 
cost, salvage, monthly straight-line depreciation and sale 
price (M79PII-1-15m) 118
Loss on scrapping of machine is book value on that date and 
should be shown as a normal operating 
expense (N79PII-3) 174
Losses
See a lso  Expropriation
Lump-sum purchase
Land, warehouse, and office building purchased for given total 
price allocated on relative current assessed values, rather than 
vendor’s original costs (M79PII-1-19m) 119
M
Machine 
See  Equipment
Machinery and equipment 
See a lso  Equipment
Analysis o f account, given beginning balance, cost (invoice price, 
freight and unloading, sales and use taxes, and installation 
costs) o f new items added, cost o f machine scrapped, and cost 
of machine sold (N79PII-3) 174
Make or buy
Relevant costs computation, given per unit materials, labor,
variable and fixed overhead costs, reduction in fixed overhead, 
and number of units (N78PI-2-35m) 5 9
Relevant costs include direct labor, variable overhead, and fixed 
overhead avoided if the part is bought, but not fixed overhead 
that will continue even if the part is 
bought (N79T-1-32m) 205
Relevant costs including computation o f amount that would have to 
be saved by using released facilities manufacture another part 
in order to decide to buy, given number o f units, variable 
costs per unit, fixed overhead applied per unit eliminated, cost 
per unit to buy, and total amount o f savings desired to make 
buy decision (N79PI-2-36m) 162
Relevant-costs-total computation, given per unit variable costs and 
fixed costs, number o f units, and percentage change of per 
unit fixed costs that would continue (M79PI-2-36m) 111
Management advisory services 
See a lso  Cost accounting— Direct costing 
See a lso  Quantitative methods— Probability 
See a lso  Special order 
Implementation o f CPA’s recommendations 
Not undertaken unless client had made firm decision to proceed 
based on a complete understanding and consideration of 
alternatives (M79A-1-35m) 128
Management information system
Designed to ensure management possesses information needed to 
cany out its functions through integrated actions o f data- 
gathering, analysis, and reporting 
functions (N79A-1-52m) 183
Management representation letter 
See Representation letter o f management
Managerial accounting 
Decision making
Operating-income-increase-as-result-of-accepting computation, 
given brief absorption costing income statement, fixed costs 
in manufacturing expenses, number o f units and price in 
special order, no additional selling expenses, and per unit 
sales price and manufacturing
Managerial accounting 
Decision making (con t.)
cost (M79PI-2-38m) 112
Operating-income-increase-as-result-of-accepting-special-order 
computation, given variable manufacturing cost, selling 
price, and number of units (N79PI-2-35m) 162
Definition and identifying characteristics o f  variable, fixed and 
semivariable costs, and the three basic methods to “break 
down’’ semivariable costs into their component 
parts (N78T-3) 102
Sell or process further 
Relevant costs (M78PI-2-29m) 7
Marketable securities 
See a lso  Internal control 
See a lso  Investments 
See a lso  Long-term investments 
Current asset classification
Must have a ready market and be available to management for 
use in short run operations (M79T-1-15m) 148
Equity
Cost method— dividends from earnings since acquisition do not 
change carrying value (N79PI-1-13m) 158
Current portfolio— valuation allowance (N79T-1-30m) 205
Equity method
Amount initially recorded and subsequent 
adjustments (M79T-3) 153
Change from cost method (when owned 10%) to equity
(owning 25%) by retroactively restating all prior periods 
in which the investment was held as equity used from 
inception, and current and subsequent reporting 
discussion (M79T-3) 153
Circumstances in which applied (M79T-3) 153
Equity in net income o f 30% owned company computation, 
given cost, fair value o f net assets at acquisition date, 
excess o f cost over share of net assets has indeterminate 
life, and net income of  
investee (N79PII-1-20m) 171
Recognition, presentation, and determination of amount o f  
earnings considering earnings reported by investee, 
dividends, prior period adjustments, extraordinary items, 
excess o f price over net equity (depreciation or 
amortization), and income tax 
deferral (M79T-3) 153
Recorded at cost on acquisition 
date (N79PII-1-19m) 171
Income statement not affected by increase in market valuation of  
long-term portfolio over cost less allowance to reduce to 
market shown in previous balance 
sheet (M79PII-1-3m) 116
Noncurrent reclassified to current— valuation allowance
recognized as loss in current period (N78T-1-llm ) 99 
Short-term— adjusting entry to write down to 
market (N78PII-3) 71
Valuation (M78T-1-19m) 46
Unrealized loss charged to income (M78PI-1-14m) 4
Matching
See a lso  Advertising expense 
See a lso  Expense recognition
Bad debt expense estimated on basis o f  percentage o f past actual 
losses from bad debts to past net credit sales, adjusted for 
anticipated conditions (N79T-1-13m) 203
Costs with revenues is purpose o f capitalization or 
expensing (M78T-1-5m) 45
Goodwill on basis other than cause and 
effect (M78T-1-20m) 4 7
Incentive-commission-expense computation involving addition of  
amounts applicable to particular year, ignoring item accrued in 
previous year (N78PII-1-2m) 65
Materiality
Auditor’s concept o f what is meant (N78A-3) 82
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Materiality (c o n t.)
Effect on planning and execution of audit 
program (N78A-3) 82
Relationships and other considerations used in 
judging (N78A-3) 8 2
Municipalities
Civic Center construction fund 
Balance sheet preparation (M79PII-5) 123
Entries for transactions and closing entries (M79PII-5) 123
General bonded debt and interest group of accounts 
Adjusting entries (N79PII-5) 176
General fixed assets group o f accounts 
Adjusting entries (M78PII-4) 2 0 ,  (N79PII-5) 176
General fund
Adjusting and closing entries (N79PII-5) 176
Budget— revenues in excess o f appropriations initially will result 
in an increase in fund balance (M79T-1-47m) 151
Entries— reclassification, adjusting, and closing (also affecting
receivable from water utility fund) (M78PII-4) 
General long-term debt group of accounts (M78PII-4) 
Special assessment fund (N79PII-5) 176
W ater utility fund (N79PII-5) 176
20
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Negotiable instruments 
S e e  Commercial paper
Net income
Computation, given working capital provided from operations, 
depreciation on fixed assets, and amortization o f 
goodwill (M79PI-1-16m) 108
Schedule to compute corrected net income for two years after 
various errors and adjustments (N78PII-3) 71
Nonmonetary transactions
Common stock exchanged for land at fair market value of stock, 
with sale o f scrap credited to the 
land (N79PII-1-10m) 169
Exchange not culmination o f earning 
process (N78PI-1-17m) 56
Issuance o f stock for land and building with allocation o f quoted 
market o f stock to land and building on basis o f appraised 
values (N79PII-3) 174
Notes receivable
Net receivable computation involving noninterest-bearing note with 
six annual payments, implicit interest, and two 
years (M79PI-4) 113
Profit on sale for noninterest-bearing note with six annual 
payments, and implicit interest on it for each o f two 
years (M79PI-4) 113
Notes receivable discounted 
S e e  Audit procedures— Contingent liabilities
Not-for-profit accounting 
S e e  a ls o  Municipalities
S e e  a ls o  Voluntary health and welfare organizations 
University accounting
Entries to record summary of transactions (N78PII-5) 73
Statement o f changes in fund balances 
preparation (N78PII-5) 73
o
Objectives o f examination o f  revenues
S e e  Audit procedures— Revenues
Objectivity
A rm ’s-length transaction between independent 
interests (M78T-1-lm ) 4 5
Operational audit
Concentrates on seeking out aspects o f operations in which waste 
would be reduced by the introduction of 
controls (M79A-1-7m) 125
Owners’ equity
Expected to require substantially less audit time than other areas 
listed (M78A-1-57m) 29
Objectives
Earnings— setting (M78T-2-48m) 4 9
Paid-in capital in excess of par 
Computation o f amount, given par value, two sales at given
amounts, which were above par, and a sale o f treasury stock 
above cost (N79PII-1-8m) 168
Partnership 
Admission o f partner
Contribution-of-new-partner computation, given balance sheet of 
old partnership, assets and liabilities fairly valued, no 
goodwill or bonus to be recorded, and new partner is to be 
admitted with a one-fifth interest (M79PII-1-9m) 117
Investment— bonus to new partner (N79PII-1-5m) 168
Sale of portion of interests o f old partners— computation o f 
gain (M78PII-1-2m) 13
Assignment o f a partner’s interest as security for a personal loan is 
allowed in absence o f any such restriction in the partnership 
agreement, but that does not cause dissolution or make the 
assignee a  partner (M79L-4) 145
Bankrupt
Solvent partner liable in full for partnership 
deficit (N79L-1-15m) 190
Capital account balance computation after contribution o f assets and 
liabilities (M78PII-1-10m) 15
Created
Profits divided equally on quarterly basis is most important of 
four factors in determining whether partnership has been 
created by sole proprietor regularly joining another in 
marketing certain items (N78L-1-17m) 8 8
Criteria for determining existence
Door-nameplates, directory listings, business cards, stationery, 
and newspaper announcements do not establish partnership 
with nonconsenting person (M78L-5) 4 3
Death o f partner
Left to wife his share o f business, and she is entitled to the 
value o f his interest in the 
partnership (N79L-1-16m) 190
Dissolution
Breach o f fiduciary duty by partner (by padding expenses and 
taking kickbacks) gives any partner a right to a formal 
accounting o f partnership affairs and grant o f application for 
dissolution appropriate (M79L-4) 145
Partner’s financial problems will not precipitate dissolution 
(unless he is bankrupt) (M79L-4) 145
Result from bankruptcy of a partner, from death of a partner, 
and from wrongful withdrawal o f a partner, but not from 
assignment by partner o f his entire partnership 
interest (N79L-1-17m) 190
Entity recognition for taking o f title and ownership o f 
property (N78L-1-16m) 88
Estoppel
Has been held that persons are partners (and liable to creditors 
of the partnership) if they know they are held out to be so 
and take no action to prevent (M78L-5) 4 3
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Partnership (cont.)
Incorporation
Liabilities including contingent— corp. may expressly assume, 
may be liable because presumed intention of parties, or may 
be disregarded and treated as alter ego or 
sham (M78L-5) 43
Parties dealing with corporation only afterwards not able to 
assert rights against former partners (M78L-5) 43
Partners will remain jointly and severally liable for the debts of 
the partnership (M78L-5) 43
Tax implications o f transfer o f partnership assets to newly-
created corp. are generally no recognition o f gain or loss—  
affects basis and holding period of  
stock (M78L-5) 43
Liability
Acts o f partner without authorization will bind partnership if  he 
renews an existing supply contract that the other partners 
had decided to terminate and that they had specifically voted 
against (N78L-1-23m) 89
Limited
Corporation similar in that both can only be created pursuant to 
statute and each must file a copy of their respective 
certificates with proper state
authorities (N78L-1-18m) 88, (N79L-1-30m) 193
General partners may invest the entire contributions o f the 
limited partners in a single venture without the written 
consent o f the limited partners, if  the partnership agreement 
is silent on the point (N79L-1-18m) 190
Limited partner may assign his partnership interest to
whomsoever he wishes at any time (N78L-1-26m) 90
Rights o f limited partners (N79L-1-19m) 190
Valid creation of such organization requires a state statute that 
permits it, limited partnership certificate must be signed and 
sworn to by participants and filed in proper office in state, 
and there must be one or more general partners and one or 
more limited partners, but it is not necessary that limited 
partners’ capital be paid in cash (N79L-1-14m) 190
Liquidation
Cash-distribution-to-each-partner computation, given profit and 
loss ratio, balance sheet, and sale price o f all noncash 
assets (M79Pn-1-10m) 117
Cash-distribution-to-partners
computation (N79PII-1-7m) 168
Liquidation by installments 
Computation o f  cash distribution to each 
partner (M78PII-1-8m) 14
Name
Filing or registration o f fictitious or assumed names used in trade 
or business to disclose the real parties required by virtually 
all states (M79L-4) 145
Remaining partners could probably continue to use partnership 
name where the partnership had a fixed duration and one of  
the partners has caused a dissolution wrongfully and in 
contravention of the partnership 
agreement (M79L-4) 145  
Personal creditors o f partner in financial difficulty have no rights to 
partnership property directly or indirectly but may obtain right 
to payments that would ordinarily go to that 
partner (M79L-4) 145
Retirement
Capital-balances-of-remaining-partners computation, given
beginning capital balances and profit and loss ratio, assets 
cost and fair value adjustment, cash (in excess o f his 
balance) to be paid to retiring partner for his capital, and 
no goodwill to be recorded (N79PII-1-6m) 168
Patent
Balance computation that was charged to expense as the result of 
governmental health hazard order, given cost, useful life, 
purchase date, and that amortization is recorded at end o f  each 
year (M79PII-1-14m) 118
Payroll
See a lso  Audit procedures
Payroll (con t.)
Accounting department
Appropriate that it be responsible for preparation o f periodic 
governmental reports as to employees’ earnings and 
withholding taxes, but not for approval o f employee time 
records, for maintenance of records o f employment, 
discharges, and pay increases, or for temporary retention of  
unclaimed employee paychecks (N78A-1-25m) 78
Pension plans
Defined maximum for pension cost includes normal cost, interest 
on overfunding, 10% of prior service costs, but not provision 
for vested benefits (N78T-1-16m) 99
Expense
Define normal cost, past service cost, prior service cost, and 
interest, and discuss how each is treated under 
GAAP (M78T-4) 50
Funded, noncontributory
Computation of total pension expense for first year includes 
normal cost and amortization of past service 
costs (N78PII-1-14m) 6 7
Entry at end o f second year recording normal cost and
amortization of past service costs (less interest on funding) 
as pension expense, increase in deferred charge— funding in 
excess o f costs by given amount, and 
cash (N78Pn-1-15m) 67
Normal cost is always included in both minimum and maximum 
limit on annual provision for pension 
cost (N79T-1-21m) 204
Past service costs
Amortized ratably as a charge to operations over ten years, even 
though funded over fifteen (M79PII-1-18m) 118
Arguments in favor of accruing only to extent funded, and 
regardless o f amount funded (M78T-4) 50
Pension cost assigned to years prior to inception of pension 
plan (N79T-1-20m) 204
Reduced for interest presumed earned when fully funded prior to 
accrual (M79T-1-8m) 147
Pay-as-you-go or terminal funding not GAAP (M79T-2) 151
Vested benefits are not contingent on employee’s continuing in the 
employer’s service (N79T-1-8m) 203
Periodicity
Statements prepared at arbitrary points in 
time (N78T-1-6m) 98
PERT
See Quantitative methods
Predecessor and successor auditor communications 
See Audit engagement— First examination
Predecessor auditor 
See a lso  Successor auditor 
Working paper review
Should permit review relative to matters o f continuing accounting 
significance, such as analysis o f  
contingencies (M78A-1-33m) 2 6
Preferred stock 
See Stock— Preferred
Premium claims outstanding 
See Liability— Premium claims outstanding
Prepaid
Subscription income not recognized on prepaid subscription until 
subscription actually begins (N78PI-1-llm ) 55
Prepaid expense
Adjusting entry for expensing three-year insurance 
premium (N78PII-3) 71
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Prepaid insurance 
See Audit procedures
Price-level accounting 
Auditor’s report
Special purpose report on supplementary financial statements 
prepared in accordance with a price-level basis of  
accounting that has substantial 
support (M79A-1-24m) 127
Current value accounting 
Gain includes holding gain and gain on 
sale (M78PI-1-l3m) 4
Gain-on-sale-of-machine computation, given purchase at 
beginning of year, sale price at end of year, and 
replacement cost (current value) at end of 
year (N79PI-1-l7m) 159
Holding gains are recognized (N79T-1-24m) 204
Income statement— gain-or-loss-on-sale-of-machine computation, 
given current fair value o f machine and sales 
price (M78PI-1-l5m) 56
May be replacement cost, market value, net present value of 
expected future cash flows, but not restatement o f cost for 
changes in general price level (N78T-1-22m) 100
Nonmonetary assets— theory in unadjusted and in dollars restated 
for changes in purchasing power, effect o f each on 
“relationship between resources” and “standard of 
comparison,” and effect o f each on recognition o f gain or 
loss during life and from sale or 
abandonment (M78T-6) 51
Replacement cost and present value o f future cash flows
described and pros and cons o f various procedures used to 
arrive at valuation for each (M78T-6) 51
Stockholders’ equity would increase by difference between cost 
of land and its fair value at end of its first year of 
ownership, and by difference between the last fair value and 
the selling price in the next month (second 
year) (M79PI-1-20m) 109
Depreciation restated for changes in general purchasing power 
computation, given depreciation amount, and general price- 
level indices in year o f acquisition and in year of 
statements (M79PI-1-15m) 108
General price-level income statement 
Computation of general price-level gain or loss, given issuance 
o f stock for cash and land, index at beginning and end of 
year, and that no other transactions took 
place (N78PI-1-13m) 55
General price-level restatement is not a violation of historical 
cost (M79T-1-19m) 148
Historical cost restated for changes in general price level attempts 
to eliminate the effect of changing value of 
dollar (N78T-1-3m) 98
Historical dollars restated for changes in purchasing power 
Nonmonetary assets— theory, effect on “relationship between 
resources” and “standard o f comparison,” and effect on 
recognition of gain or loss during life and from sale or 
abandonment (M78T-6) 51
Marketable securities adjusted for price-level changes but not cash 
or long-term receivables (M78PI-1-12m) 4
Prices decreased
Cost o f goods sold using FIFO exceeds that using 
LIFO (M79T-1-llm ) 148 
Special report (N78A-1-21m) 77
(M78L-1-8m) 33
Price maintenance agreement 
Verbally illegally entered
Principal auditor 
See  Audit procedures
Prior period adjustment
Change in amount o f opening retained earnings balance due to an 
error in a prior period (N78T-1-8m) 98
Privileged communication 
See Accountant’s legal liability
Property
Adverse possession
Adjoining land owner fenced off land, mistakenly believing it 
belonged to him, installed well, storage shed, and garage 
and continuously farmed and occupied it for 22 years prior 
to another’s purchase, and the occupier has 
title (N79L-1-41m) 195
Deed ambiguous regarding type o f estate created and interest of 
each o f two sons (M78L-1-27m) 36
Deed that recites a consideration of $1 and other valuable 
consideration is valid (M78L-1-31m) 37
Lease
Prohibiting subletting does not prohibit assignment, but lessor is 
still obligated to pay the rent if assignee 
defaults (N78L-1-48m) 93
Leasehold interest assignment is generally allowed in absence of 
restriction specifically stated in lease (M79L-5) 145
Leasehold interest assignor remains liable in absence o f a release in 
the nature of a surety (M79L-5) 145
Lessor can assert rights against assignee on promise o f assignee o f  
lease to assignor of lease to pay the rent over life o f the 
lease (M79L-5) 145
Mortgage
Mortgage promptly recorded will have priority over earlier 
unrecorded mortgage (N79L-1-40m) 195
On the land, buildings, and “all other property that is added to 
the real property or which is considered as real property as 
a matter of law” will not include detachable trade 
fixtures (M78L-1-29m) 3 7
Personal liability
Buyer acquired property subject to mortgage but did not
assume the mortgage, abandoned the property and did not 
pay mortgage, with result seller must satisfy mortgage 
debt in event that foreclosure yields less than the unpaid 
balance (N79L-1-39m) 194
Purchaser acquired subject to mortgage on which seller was 
personally liable, and later abandoned the property, leaving 
the seller to satisfy the mortgage if  foreclosure yields less 
than unpaid balance (M78L-1-28m) 36
Seller o f land expressly warrants that there is no mortgage, 
buyer purchases unaware of a mortgage, seller disappears, 
buyer refuses to pay mortgage, and mortgage holder will 
prevail in foreclosure (N78L-1-43m) 92
Real
Bank vault door probable so classified— reasons for conclusion 
stated (M79L-5) 145
Real versus personal
Disputes arise involving categorization between real property 
mortgagees and personal creditors, landlord versus tenant, 
tax collectors versus tax payers, takers under a will versus 
executor, seller versus purchaser of real property, and 
mortgagor versus mortgagee (M79L-5) 145
Sale
Binding contract may be established by purchaser by having a 
writing signed by owner stating essential 
terms (M78L-1-26m) 36
Tenants in common
Each o f the co-tenants owns an undivided interest in the 
whole (N79L-1-10m) 189
Each owns an undivided interest in the whole, which he or she 
may dispose of by deed or by will (N78L-1-41m) 92
Property, plant and equipment 
See Fixed assets
Provision for product warranties
Accrued when probable (N79T-1-3m) 202
Public warehouses 
See Audit procedures
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Purchases
See also Audit procedures—Supplies 
See also Internal control—Accounting 
Factors in determining time and quantity to 
order (N78A-4) 45
Purchases discount 
See Audit procedures
Quality control 
Audit
Includes assigning personnel, consultation with appropriate
persons, and supervision, but not keeping records of quality 
control policies and procedures (M78A-1-47m) 28
Includes policies and procedures for professional development 
which provide reasonable assurance that all entry-level 
personnel have knowledge required to enable fulfilling 
responsibilities assigned (N79A-1-60m) 184
Independence
Notify professional personnel of names of audit clients having 
publicly held securities, and confirm periodically with such 
personnel that prohibited relations do not 
exist (M79A-1-50m) 130
Timely identification of staffing requirements of specific
engagements, so that enough qualified personnel can be made 
available (N78A-1-7m) 76
Quantitative methods 
See also Breakeven point 
See also Capital budgeting 
See also Ratios 
Correlation
Coefficient of is a measure of extent to which two variables are 
related linearly (M79T-1-27m) 149
Economic order quantity
Computation (M78PI-2-27m) 6, (M79PI-2-30m) 110
Cost-of-carrying-one-unit-in-inventory-for-one-year computation, 
using economic-order-quantity approach, given set-up costs, 
number of units manufactured evenly throughout the year, 
and optimal production run (N79PI-2-31m) 161
Factors in determining quantity to order (N78A-4) 83
Formula, given cost to carry, cost of placing order, and number 
needed per year (N78PI-2-28m) 58
Information necessary includes annual demand, cost of placing 
an order, and annual cost of carrying a unit in 
stock (N79T-1-36m) 205
Set up costs computation, given cost of carrying one item in 
inventory for one year, number of units produced evenly 
throughout the year, and optimal production 
run (N78PI-2-38m) 60
Variable costs of processing a purchase order is relevant 
factor (M78T-2-32m) 48
Future amount
Investment amount at end of ten years, given same amount
invested at end of each year, interest-earned rate, and future 
amount of ordinary annuity for ten periods at 
rate (M79PI-2-40m) 112
Least squares
Used to determine fixed and variable elements of a semivariable 
cost (N78T-1-45m) 102
Will separate semivariable cost into fixed and variable 
components with highest degree of precision under all 
circumstances (M79T-1-26m) 149
Linear programming
Choose one of four stated equations that would not represent a 
constraint (restriction) based on given 
information (M79PI-2-33m) 111
Constraint formula (M78PI-2-21m) 5,
(N78PI-2-31m) 58, (N79T-I-40m) 205
Quantitative methods 
Linear programming (cont.)
Contribution margin (total) maximization formula determination 
for two products, given the contribution margin for each 
product (N79PI-2-32m) 161
Graphic—optimal solution always a comer point described by the 
feasible area (M79T-1-35m) 150
Objective function (maximization of total contribution 
margin) (N78PI-2-30m) 58
Simplex method—maximization of contribution margin optimum 
solution reached when values in index row of matrix are all 
positive or zero (N78T-1-46m) 102
Net present value 
See also Capital budgeting
Computation, given cost of machine, annual cash flow from 
operations (net of income taxes), time-adjusted rate of return 
% to be used, present value of ordinary annuity for useful 
life at that rate, and no salvage (M79PI-2-29m) 110
Computation, given cost of machine, useful life, no residual 
value, annual cash flow, income tax rate and present value 
of an annuity (M78PI-2-20m) 5
Investment determination, given four-year project, expected rate 
of return, cash inflow and present value amounts for each 
of four years, and a positive net present value 
amount (N78PI-2-27m) 58
Payback
Cash flow from operations for last payback year of one machine 
computation, given cost of machine, payback period, and 
cash flow from operations, net of tax, in each year prior to 
the last (N79PI-2-23m) 160
Period computation given cost of machine, useful life, no 
residual value, annual cash flow and income tax 
rate (M78PI-2-19m) 5
PERT
Primary objective is to define a critical 
path (M79T-1-36m) 150
Uses network analysis and critical path 
methods (N79T-1-38m) 205
Present value
Annuity due—used in calculating present value of a capital lease 
entered into with the initial lease payment due upon the 
signing of the lease agreement (M79T-1-10m) 148
Bonds payable
Amount-received computation for sale of serial bonds, given 
face of five-year 5% bonds sold to yield 6%, amount and 
date of principal payments, interest payment dates, present 
value of an annuity value at 6%, and present value of $1 
at 6% table (N78PI-3) 60
Proceeds equal to present value of principal and of interest, 
each discounted at prevailing market rate of 
interest (M78T-1-4m) 45
Sale-receipts computation, given face, contract percentage 
interest, yield rate, interest paid annually, life of bonds, 
and present value of $1 and of annuity of $1 for life of 
bonds at yield rate (N79PI-5) 165
Computation of cash flow in third year of three-year project, 
given investment, rate of return, present value of return of 
first two years, and present value factor for third
year (M78PI-2-28m) 7
Determination that a rate of return is “ less than 10%, but more 
than 0% ,” given cost of machine, the present value of an 
annuity for the life, and annual cash inflow net of 
tax (N78PI-2-26m) 58
Interest rate implicit in lease computation, given cost of
machine, number and amount of payments in annuity due, 
receive title at end of lease, and present value of ordinary  
annuity for each of five periods at three interest 
rates (N78PI-2-39m) 60
Present value of annuity due of $1 for five periods used to
compute installment payments (N79T-1-39m) 205
Sales price computation involving noninterest-bearing note and 
present value of an annuity (M79PI-4) 113
Probability
Contribution margin expected if given number of units
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Q
Quantitative methods 
Probability (cont.)
manufactured and all sales orders filled either from those or 
h'om others purchased (units manufactured and not sold by 
end o f month must be discarded) (N79PII-4) 175
Contribution margin expected if  probabilities o f strike at supplier 
o f cheaper ingredient’s plant is considered and all sales are 
filled either from manufactured items or from purchases 
from competitors (N79PII-4) 175
Sales-probability-for-product computation, given product has been 
selling for 20 months at three different volumes and the 
number o f months it has sold at each volume 
level (N79PII-4) 175
Rate o f return 
See  Capital budgeting
Safety stock computation to maintain lowest cost, given stockout 
cost, carrying cost o f each unit o f safety stock, number of 
orders a year, and the probabilities o f  running out o f stock 
during another period at various safety stock 
levels (M79Pn-2-28m) 110
Simple regression analysis
Involves use o f two variables (N79T-1-37m) 205
Useful in determining fixed and variable elements o f semi­
variable expenses (M78T-2-33m) 4 8
Statistical sampling 
Attribute
More useful than variable, unrestricted random, or stratified 
random sampling when testing for 
compliance (M78A-1-2m) 23
When auditor concerned with number of client’s sales invoices 
that contain math errors, this is most likely (of four 
choices) utilized (N78A-1-55m) 81
Distinguishing feature
Provides a means for measuring mathematically the degree of 
uncertainty that results from examining only part o f  a 
population (M78A-1-30m) 2 6
Provides for measuring mathematically the degree o f
uncertainty that results from examining only a part o f the 
data (N78A-1-52m) 81
Estimation sampling for variables— confidence level desired must 
be known to estimate the appropriate sample size to meet 
the auditor’s needs (M 79A-1-12m) 126
Internal control
Compliance testing— attribute sampling more useful than 
variable, unrestricted random, or stratified random 
sampling when testing for 
compliance (M78A-1-2m) 23
Compliance testing— conclusion about whether procedural 
deviations are within an acceptable 
range (M78A-1-56m) 29
Minimum-acceptable-dollar-value-of-population computation, given 
number in population, sample adequate for auditor’s 
purposes, arithmetic mean of sample, and desired 
precision (N79A-1-38m) 182
Principal advantage flows from its unique ability to provide a 
mathematical measurement o f  
uncertainty (N79A-1-6m) 178
Ratio estimation, and when to use to estimate dollar value of 
population (N78A-1-14m) 76
Sampling for variables to estimate a numerical measurement o f a 
population (M79A-1-18m) 727
(N79T-I-23m) 204
Quasi-reorganization
Retained earnings zero immediately after
R
Ratios
See a lso  Financial statement analysis 
Accounts receivable turnover
Total-net-sales computation, given net accounts receivable at 
beginning and at end of year, net cash sales, and accounts
Ratios
Accounts receivable turnover (cont.)
receivable turnover (M79PI-1-18m) 108
Analytical review
Substantive tests o f financial information by study and 
comparison o f  relationships among 
data (N79A-1-50m) 183
Common size statements
Enables financial analyst to compare mix of assets, liabilities, 
capital, revenue, and expenses within a company or over a 
period or between companies without respect to relative 
size (M78T-2-40m) 48
Current ratio
Computation, given current assets and current 
liabilities (N78PI-1-10m) 55
Higher current ratio may not be better, because it may indicate 
inefficient use o f various assets and 
liabilities (M78T-2-42m) 4 9
Dividend-payout ratio involved in computation of total common 
dividends (N78PI-1-7m) 55
Earnings per share 
See Earnings per share 
Gross profit to sales
Unexplained decrease may suggest unrecorded 
sales (M79A-1-8m) 126
Inventory turnover
Computation, given purchases, cost o f goods sold, and ending 
inventory (M79PI-1-6m) 107
May detect existence of obsolete
merchandise (N79A-1-22m) 180
Number-of-days’-sales-in-average-inventories computation, given cost 
o f goods sold, inventories at beginning and end of year, and 
number of days in a business year (N79PI-1-7m) 157
Overall profitability o f a manufacturing company 
Net income to working capital less useful than net income to net 
worth, net income to total assets, or net income to 
sales (N78A-1-60m) 82
Pay-back period 
See Capital budgeting
Price-earnings computation (M78PI-1-10m) 4
Quick (acid-test)
Computation, given total current liabilities, and current asset 
amounts for cash, marketable securities, and accounts 
receivable (N79PI-1-8m) 157
Computations involved (M78PI-1-8m) 3
Rate o f  return 
See  Capital budgeting
Real estate
Paid real estate tax bills are better evidence o f ownership at
balance sheet date than title insurance policy, original deed in 
client’s safe, or closing statement (N79A-1-14m) 179
Receivables
See Accounts receivable
See Internal control— Accounts receivable
See Notes receivable
Relevant costs 
See Special order
Rent revenue collected one month in advance is current 
liability (N79T-1-14m) 203
Repairs and maintenance 
See Audit procedures— Fixed assets
Replacement cost information 
Unaudited
Footnote indicates auditor performed certain procedures but does 
not indicate whether auditor expresses an opinion on this 
information, with the result that the auditor’s report on 
audited statements should be expanded to disclaim this 
information (M79A-1-17m) 126
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Report
See Accountant’s report 
See Auditor’s report 
See  Special reports
Reporting standards
See  Generally accepted auditing standards— Standards o f reporting
Representation letter 
See  Audit procedures
Representation letter o f management 
Date should coincide with date o f auditor’s 
report (N79A-1-34m) 181
Research and development 
Costs
Items included and excluded (M78PI-1-lm) 2 
Define “research” and “development” (M78T-5) 50
Expense as incurred (M79PI-3) 113
Expense as incurred design and engineering studies, prototype
manufacturing costs, administrative costs related solely, cost o f  
equipment produced solely for development, but capitalize and 
depreciate (as research and development expense while 
manufacturing pre-production prototype) equipment, and 
consider market research and related administrative expenses as 
period costs (not research and development 
costs) (M78T-5) 5 0
Expense as incurred, including materials used and compensation to 
consultants (M79PII-1-17m) 118
Expense immediately (N78T-1-9m) 98
General laboratory building should be capitalized and amortized 
over current and future periods (N78T-1-19m) 99
Immediate recognition as expense (N79T-1-9m) 203
Practical and conceptual reasons for FASB conclusion on 
accounting and reporting practices (M78T-5) 50
Retained earnings 
See Stockholders’ equity
Revenue recognition 
See a lso  Audit procedures
Exchange has taken place and earnings process virtually 
complete (M78T-1-3m) 45
Prior to sale (M78T-1-8m) 45, (N79T-1-5m) 202
Subscription income not recognized on prepaid subscription until 
subscription actually begins (N78PI-1-11m) 55
Review of statements o f nonpublic entity 
See Accountant’s report
Robinson-Patman Act (M78L-1-9m) 33
Role and responsibilities o f independent auditors 
Oversight o f professional practice should remain with the
accounting profession is a conclusion of the Commission on 
Auditors’ Responsibilities (M79A-1-28m) 128
Sale and leaseback 
Rent expense
Computation for one-half year, given sale price, book value, life 
of lease, and rental charge per 
month (M78PII-1-14m) 15
Sales
Installment 
See Installment sales
Setting earnings objectives must consider sales volume attainable in 
the present plant, breakeven point, and earnings or losses for 
given sales-volume levels, but not indices o f industrial
Sales
Setting earnings objectives (con t.)
production (M78T-2-48m) 4 9
Subject to sales tax
Computation of amount, given sales tax rate, and amount
remitted (in time to keep 2% o f amount collected according 
to law) (N79PII-1-llm ) 169
SASs
No. 1 (M78A-1-13m) 2 4 , (M78A-1-15m)
(M78A-1-19m) 25, (M78A-1-22m) 25,
(M78A-1-31m) 26, (M78A-1-35m) 26,
(M78A-1-40m) 27, (M78A-1-46m) 28,
(M78A-1-54m) 28, (N78A-1-3m) 75,
(N78A-1-5m) 75, (N78A-1-9m) 76,
(N78A-1-13m) 76, (N78A-1-15m) 77,
(N78A-1-16m) 77, (M79A-1-lm) .125,
(M79A-1-3m) 125, (M79A-1-llm ) 126,
(M79A-1-39m) 129, (M79A-5) 133,
(N79A-1-lm) 178, (N79A-1-9m) 179,
(N79A-1-26m) 180, (N79A-1-41m) 182,
(N79A-1-56m) 184
24,
No. 2 (N78A-1-lm) 75, (M79A-1-17m) 126
No. 3 (M79A-3) 133
No. 4 (M78A-1-45m) 27, (M78A-1-47m) 28,
(N78A-1-7m) 76, (M79A-1-50m) 130,
(N79A-1-60m) 184
No. 7 (M78A-1-33m) 26, (M 78A-1-44m) 27,
(M79A-1-44m) 129
No. 9 (N78A-1-50m) 81, (N78A-1-51m) 81
No. 10 (M78A-1-36m) 26, (M78A-1-37m) 27,
(N79A-3) 184
No. 12 (N78A-1-59m) 82 , (M 79A-1-33m) 128,
(M79A-4) 133
No. 13 (N78A-1-47m) 8 0
No. 14 (M78A-1-10m) 24, (M78A-1-43m) 27,
(N78A-1-21m) 77, (M79A-1-24m) 127,
(M79A-1-43m) 129, (M79A-1-56m) 131,
(N79A-1-13m) 179, (N79A-1-18m) 180
No. 15 (N79A-1-36m) 181
No. 16 (M78A-1-4m) 13, (M78A-1-28m) 25,
(M78A-1-51m) 28, (M78A-1-59m) 29,
(M79A-1-5m) 125, (N79A-1-7m) 178,
(N79A-1-37m) 181
No. 17 (M79A-1-29m) 128, (M79A-1-36m) 128,
(M79A-1-38m) 129, (N79A-1-25m) 180
No. 18 (M79A-1-17m) 126
No. 19 (N79A-1-12m) 179
No. 22 (M78A-1-45m) 27, (N78A-1-35m) 79,
(N79A-1-llm ) 179
Schedule o f changes in working capital 
Preparation (M78PII-3) 19
Scope limitation
Unavailability o f sufficient competent evidential 
matter (N78A-1-32m) 78
SEC
See Securities and Exchange Commission
Secured transactions
Attachment relates primarily to rights against debtor, and perfection 
relates primarily to rights against third 
parties (N79L-1-23m) 191
Attachment requirements include debtor must have rights in
collateral, value must be given by creditor, and either creditor 
must take possession or debtor must sign security agreement 
which describes collateral, but not proper 
filing (N79L-1-24m) 192
Buyer in ordinary course o f business o f inventory 
goods (N79L-1-22m) 191
Perfected security interest
Can’t protect against all parties without obtaining possession—
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Secured transactions 
Perfected security interest (con t.)
where goods are inventory o f debtor, purchaser takes free o f  
creditor’s interest (N78L-2) 94
Consignor must file a financing statement and give notice to 
certain creditors where consignment agreement clearly states 
intended to create a security interest in the consigned 
merchandise in desire to protect against other creditors of 
and purchasers from franchised 
retailers (M79L-1-20m) 138
Creditor must take possession o f negotiable stock certificates 
traded on a local exchange (M79L-1-21m) 138
If not against all parties, file financing statement to protect 
against subsequent purchasers fr om the 
debtor (N78L-2) 94
In present and future inventory and proceeds therefrom— security
interest in certified check debtor received for inventory item 
is perfected against debtor’s other 
creditors (N79L-1-26m) 192
Seller is secured creditor that has right, if not paid upon
bankruptcy of debtor, to assert rights against the machine 
sold (M78L-1-23m) 36
Various type loans— whether such interest exists and against 
whom (N78L-2) 94
Perfection by attachment
Manufacturing company will not have to file financing statement 
to perfect its security interest on sales made to consumers 
who purchase for their own personal 
use (M79L-1-14m) 137
Since discount store takes a purchase money security interest in 
consumer goods sold, its security interest is perfected upon 
attachment (M79L-1-15m) 137
Purchase money security interest 
Credit advanced to buyer must be used to obtain property that 
serves as collateral (N79L-1-25m) 192
Debtor has right to have creditor dispose o f repossessed goods if 
debtor has paid sixty percent or more of the purchase price 
of consumer goods in satisfaction 
o f (M78L-1-50m) 4 0
Secured creditor
Must protect itself against debtor, debtor’s creditors, trustee in 
bankruptcy, and subsequent purchasers for value from 
debtor (N78L-2) 94
Released sole-owner surety o f the business’ debt by accepting in 
full settlement proceeds o f the sale o f the security from the 
trustee in bankruptcy of the 
business (M79L-1-6m) 136
Security interest
Attaches in all o f given cases because (1) collateral is in
possession of the secured party pursuant to agreement, or 
debtor has signed a security agreement that contains a 
description of the collateral, (2) value has been given by the 
creditor, and (3) the debtor has rights in the 
collateral (N78L-2) 94
Subrogation of surety
Surety paid debt of obligor bankrupt to secured creditor and has 
the right o f a secured creditor to the amount for which the 
security was sold and the standing of a general creditor for 
the balance (M79L-1-5m) 136ucc
Applies to equipment lease, sale o f accounts, and field
warehousing, but not to a second mortgage on borrower’s 
home (M79L-1-18m) 138
Warehouse receipt marked “negotiable” and pledged with bank for 
personal loan cannot be obtained by business creditors of the 
borrower without paying the loan (M78L-1-49m) 40
Securities
See Audit procedures 
See Marketable securities
Securities Act of 1933 (M78L-1-llm ) 3 4 , (M78L-3) 42,
(N78L-1-llm ) 88, (N78L-4) 95,
(N79L-1-28m) 192, (N79L-1-29m) 192
Securities and Exchange Commission 
Regulation A (N78L-4) 95
(M78L-3) 42
Securities Exchange Act of 1934 (N78L-1-33m) 91,
(N78L-4) 95, (N79L-1-27m) 192,
(N79L-1-32m) 193
Securities Exchange Act of 1934, sec. 16(b) (M79L-1-49m) 143
Segments
See a lso  Disposal o f segment
Component (horizontal) o f an enterprise providing a product or 
service or group of such items primarily to unaffiliated 
customers for profit (M79T-5) 153
Identifiable assets 
Explanation (M79T-5) 153
Operating profit and loss 
Explanation (and items not included by 
SFAS 14) (M79T-5) 153
Operating profit computation, given sales, traceable costs, total 
sales and total common costs for all segments combined, and 
allocation of common costs based on ratio of segment’s sales 
to total sales (N79PI-1-16m) 159
Profitability information reported for each reportable segment
consists of operating profit or loss figure consisting o f segment 
revenues less traceable costs and allocated common 
costs (N79T-1-25m) 204
Revenue
Sales to unaffiliated and intersegment sales or transfers o f
products and services similar to those sold unaffiliated, and 
interest on the segment’s assets earned 
outside (M79T-5) 153
Ten or fewer should be separately reported so that the total of  
revenues from sales to unaffiliated customers for those 
segments equals or exceeds 75% o f the combined revenues 
from sales to unaffiliated customers for the entire 
enterprise (M79T-5) 153
Tests to determine whether or not reportable (M79T-5) 153
SFAS
See FASB Statements
Short-term investments 
See Marketable securities
Small Business Administration (N79L-1-49m) 197
SMAS No. 3 (M79A-1-35m) 128
Social Security Act (N79L-1-49m) 197
Software
See Electronic data processing— General purpose computer software 
package
Special order 
Idle capacity
Relevant costs include materials, direct labor, and variable 
overhead, but not depreciation (M79T-1-21m) 149
Variable costs would be used to determine the lowest 
price (M79T-1-24m) 149
Sufficient capacity available
Operating-income-increase-as-result-of-accepting computation, 
given brief absorption costing income statement, fixed costs 
in manufacturing expenses, number o f  units and price in 
special order, no additional selling expenses, and per unit 
sales price and manufacturing 
cost (M79PI-2-38m) 112
Operating-income-increase-as-result-of-accepting-special-order 
computation, given variable manufacturing cost, selling 
price, and number o f units (N79PI-2-35m) 162
Special reports 
See a lso  Auditor’s report
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Special reports (cont.)
GAAP reporting standard does not apply when asked to perform an 
examination to express opinion on one or more specified 
elements, accounts, or items of a 
statement (N79A-1-18m) 180
Includes reports prepared for limited purposes, such as one that 
relates to only certain aspects o f statements, reports o f not-for- 
profit organizations, which accounting differs from profit- 
making, and reports prepared on a cash 
basis (M78A-1-10m) 24
Prescribed form
Assertion not justified— reword or attach a separate 
report (M78A-1-43m) 27
Price-level basis financial statements (N78A-1-21m) 77
Term does not include reports on financial statements where the 
client has limited the auditor’s scope (M78A-1-11m) 24
SSARS No. 1 (N79A-1-39m) 182
Standard Bank Confirmation Inquiry (N79A-1-15m) 179
Standards o f field work 
See Generally accepted auditing standards
Standards o f reporting 
See Generally accepted auditing standards
State and local government 
See a lso  Governmental accounting 
See a lso  Municipalities 
Actuarial deficiency would appear in a trust 
fund (N78T-1-28m) 100
General fixed assets
Investment in general fixed assets accounts would 
appear (N78T-I-32m) 101
General fund
Accounting for special revenue funds is most similar to (of four 
choices) (N78T-1-30m) 100
Personal services normally recorded on the accrual 
basis (N78T-1-33m) 101
Intragovernmental service fund
Excess o f net billings to departments over costs would appear in 
the financial statement (N78T-1-29m) 100
Lo c al
General fund— sales taxes held by the state that will be remitted 
to the local government should be accrued as 
revenues (N78T-1-26m) 100
Modified accrual property taxes susceptible to 
accrual (M79T-1-48m) 151
Non-enterprise fund
Equity is fund balance (N78T-1-27m) 100
Special assessment fund
Revenues from interest on assessments receivable recorded when 
legally due (N78T-1-34m) 101
Trust fund
Actuarial deficiency would appear in 
this (N78T-1-28m) 100
Can be either expendable or non­
expendable (N78T-1-31m) 100
Stated capital
Computation and discussion of reasons involving no-par common 
that sold for $20 and board o f directors voted $19 into capital 
surplus, and par value preferred (N79L-2) 197
Statement o f changes in financial position 
See a lso  Working capital 
Audit procedures (M78A-5) 30
Cash basis
Net increase in inventory adjusts reported net earnings because it 
reduced cost o f goods sold but represents an assumed use o f  
cash (N78T-1-21m) 100
Change from cash to working capital 
Consistency exception (N79A-1-lm) 178
Statement of changes in financial position (cont.)
Computation of sources (proceeds from issuance of common and 
from preferred, and other sales of stock to officers and 
employees) and uses (dividends on common and on preferred, 
and purchases o f treasury stock) (M79PI-1-17m) 108
Illustrated statements are incomplete with this one 
missing (M79T-2) 151
Inventory increase reported as a use of 
cash (M79T-1-16m) 148
Net income computation, given working capital provided from 
operations, depreciation on fixed assets, and amortization of 
goodwill (M79PI-1-16m) 108
Omission requires qualified opinion, with middle paragraph 
explaining company declined to 
present (M78A-1-35m) 26
Primary function is summarization o f financing and investing 
aspects of all significant transactions affecting financial 
position (N78T-1-lm) 98
Required whenever balance sheet and income statement 
presented (M78A-2) 29
Retirement o f long-term debt by issuance of preferred included 
only because o f the all-financial-resources 
concept (M78T-1-21m) 4 7
Sale o f fixed assets at gain (N78PI-1-16m) 56
Working capital
Increase— computation (M78PI-I-3m) 2
Machinery accounts information indicates that there should be an 
addition to net income for depreciation and a use from 
purchase (N79PI-1-19m) 159
Preparation (M78PII-3) 19
Working-capital-from-operations computation, given net income, 
goodwill amortization, bond discount amortization, 
depreciation, and provision for doubtful accounts on long-term 
receivables (N78PI-1-18m) 56
Statement o f changes in fund balances 
Preparation (N78PII-5) 73
Statement o f Financial Accounting Standards 
See FASB Statements
Statement on Auditing Standards 
See SAS
Statement on Management Advisory Services 
See SMAS
Statements on Responsibilities in Tax Practice, Sec.
161 (N79A-1-20m) 180
Statement on Standards for Accounting and Review Services 
See SSARS
Statistical sampling 
See Quantitative methods
Stock
See a lso  Dividends 
See a lso  Stock dividends 
See a lso  Stock options 
See a lso  Stock warrants 
See a lso  Treasury stock 
Common
Basic rights inherent— preemptive, voting, share in profits and 
residual assets (M79T-6) 153
Dividends with preferred stock (M78PI-3) 9
Issued shares exceed outstanding shares as a result o f purchase 
of treasury stock (N79T-1-7m) 202
Sale (M78PI-3) 8
Preferred
Convertible— additional paid-in capital credited upon issuance and 
upon conversion computation, given number of preferred 
shares issued, par, issuance price, all converted, conversion 
ratio, and par of common (N78PI-1-20m) 57
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Stock
Preferred (cont.)
Cumulative and fully participating—  
dividends (M78PI-3) 9
Definition, explanation, and discussion o f various 
preferences (M79T-6) 153
Noncumulative and nonparticipating—  
dividends (M78PI-3) 9
Sale (M78PI-3) 8
Stock dividends
See a lso  Federal income tax— Corporations 
See a lso  Stockholders’ equity— Retained earnings 
Issued on outstanding shares (M78PI-3) 8
Small
Computation of amount capitalized, given number of shares
issued and outstanding, percent o f dividend and market price 
date o f declaration (M78PII-1-4m) 13
Stock dividends from treasury stock and cash 
See Federal income tax— Corporations
Stock options 
Exercised (M78PI-3) 8
Stock right
Privilege extended by corporation to acquire additional (or 
fractional) shares o f its capital stock (M79T-6) 153
Stock split
See a lso  Federal income tax— Corporations 
Effect upon conversion of convertible bonds issued 
prior (N78PI-3) 60
Stock warrants
See a lso  Bonds payable— Detachable stock purchase warrants 
Detachable issued with debt
Computation of amount credited to outstanding account, given 
amount o f debt securities issued, number of warrants issued 
with given amount, one share entitled per warrant, and fair 
market value o f warrants date of 
issuance (M78PII-1-5m) 14
Exercised (M78PI-3) 8
Issuance (M78PI-3) 8
Issued with convertible preferred 
Exercise entry after recording at market value upon 
issuance (N78PI-1-19m) 56
Physical evidence of stock rights, specifying number of shares, 
rights, price, life, and other terms o f the 
rights (M79T-6) 153
Stockholders’ equity 
See a lso  Audit procedures 
See a lso  Capital in excess o f par
See a lso  Federal income tax—C orporations— Stock dividends from 
treasury stock and cash
See a lso  Internal control— Stock certificates cancelled
See a lso  Legal capital
See a lso  Paid-in capital in excess of par
See a lso  Price-level accounting— Current value accounting
See a lso  Stated capital
See a lso  Stock
See a lso  Stock dividends
See a lso  Stock right
See a lso  Stock split
See a lso  Stock warrant
See a lso  Treasury stock
Common stock
Adjusting entry to transfer excess o f par to separate 
account (N78PII-3) 71
Contributed capital
Total includes amounts paid for common and preferred plus 
additional shares subscribed at given 
price (N78PII-1-5m) 66
Stockholders’ equity (cont.)
Retained earnings is reduced by total cash dividends declared 
during year and by market value use in 5% stock dividend 
declared, the stock dividend results in crediting common stock 
at the par value of stock issued and additional paid-in capital 
being credited for the balance o f the market value 
capitalized (M79PI-1-13m) 108
Total computation, given total at end o f previous year, cost method 
used for treasury stock, two purchases and one sale o f  
treasury stock (FIFO used in computations), and net 
income (M79PII-1-1m) 116 
Worksheet to summarize transactions (M78PI-3) 8
Subsequent discovery of facts
Contingency resolved subsequent to report qualified with respect to it 
Auditor should take no action (N79A-1-56m) 184
Subsequent events
Affecting realization of assets ordinarily require adjustment o f  the 
statements under examination because such events typically 
represent culmination o f conditions existing at balance sheet 
date (N78A-1-29m) 78
After fieldwork but before issuance of report 
Report dual-dated and auditor’s responsibility for events
subsequent to field work limited to specific event referred 
to (N79A-1-26m) 180
Requiring disclosure would include sale o f bond or capital stock 
issue, loss o f plant or inventories in fire or flood, settlement 
of litigation when event giving rise to claim took place after 
balance sheet date, but not major drop in market price o f  
stock of the corporation (M79A-1-lm ) 125
Successor and predecessor auditor communications 
See Audit engagement— First examination
Successor auditor 
Predecessor auditor
Statements reported on may require 
revision (M78A-1-44m) 2 7
Predecessor auditor working paper review
Should permit review relative to matters o f continuing accounting 
significance, such as analysis of 
contingencies (M78A-1-33m) 26
Supplies
See Audit procedures
Suretyship
Bankruptcy of obligor
Surety company pays workers o f obligor in full and is entitled to 
the same priority in the bankruptcy that the workers would 
have had (M78L-1-46m) 4 0
Contractual prerequisites
Signed writing, separate consideration for surety’s promise, and 
legal capacity of the surety, but not solvency of the 
principal debtor (N78L-1-25m) 8 9
Cosureties
Liable in default of entire loan in the amounts o f their relative 
surety relationship to the total o f surety 
relationships (N78L-1-21m) 8 9
Release by the creditor o f one cosurety (each was for full
amount o f the loan) also released the other to the extent o f  
one half the loan (M79L-1-7m) 136
Shareholders who orally guaranteed repayment o f a loan to the 
corporation are cosureties and, as such, their surety 
undertaking must be in a signed 
writing (N78L-1-24m) 89
Default and payment by surety
Surety entitled to subrogation to rights o f creditor or
reimbursement from the obligor (M78L-1-45m) 39
No liability o f surety since failure to give notice o f first
embezzlement (after which a larger second was made with 
disappearance) o f employee is valid 
defense (N78L-1-20m) 89
248
Suretyship (con t.)
Release by the obligee o f a mortgage on property o f the obligor 
securing a loan to the obligor will release surety o f the loan 
to extent o f value o f the property (M79L-1-1m) 135
Surety completed construction contract 
Bankrupt obligor— surety will receive same percentage on dollar 
as other general creditors o f obligor, except subrogated to 
limited priority rights o f materialmen and laborers surety has 
satisfied (N79L-4) 199
Surety not liable on construction performance bond because
creditor, without surety’s consent, modified surety contract by 
giving progress payments that were to be withheld until 
completion, which materially increased the 
risk (N79L-4) 199
Surety o f secured business debt released by acceptance by the 
secured creditor of the proceeds from sale o f the security in 
full settlement from the trustee in bankruptcy o f the 
business (M79L-1-6m) 136
Surety paid debt o f obligor bankrupt to secured creditor and has 
the right o f a secured creditor to the amount for which the 
security was sold and the standing o f a general creditor for 
the balance (M79L-1-5m) 136
Tax services
Material error in previous return discovered 
Advise client to file a corrected return, regardless o f  whether or 
not error resulted in overstatement or understatement of 
tax (N79A-1-20m) 180
Treasury stock
Capital in excess o f par
Computation o f balance, given beginning balance, reacquisition 
o f stock above par, cost method, sale o f some shares above 
reacquired price, and retirement o f remaining reacquired 
shares (M78PII-1-12m) 15
Common stock decrease and capital in excess o f par decrease
(computation) as result o f purchase o f treasury stock, one sale 
above cost, another below cost, retiring one half the treasury 
shares, and using the cost method (N78PII-1-lm) 65  
Cost method
Debit treasury stock account for purchase 
price (N79T-1-6m) 202
Entry for purchase (N79PI-1-20m) 159
Gain from sale reflected as paid-in capital from treasury stock 
transactions (N78T-1-15m) 99
Cost method and par value method compared and contrasted 
Neither has any effect on net income (N79T-2) 206
Purchase at greater than par (N79T-2) 206
Purchase at less than par (N79T-2) 206
Resale at greater than both purchase price and 
par (N79T-2) 20 6
Resale at less than purchase price but more than
par (N79T-2) 20 6
Issued by corporation, reacquired by same corporation, not 
retired (M79T-6) 153
Issued shares exceed outstanding shares (N79T-1-7m) 202
Par-value method
Differs from cost method in that it reverses the original entry to 
issue the common stock with any difference between 
carrying value and proceeds adjusted through paid-in capital 
and treats a subsequent resale like a new issuance of 
common stock (N78T-1-24m) 100
Purchase and reissuance (M78PI-3) 8
Total-stockholders’-equity computation, given total at end of 
previous year, cost method used for treasury stock, two 
purchases and one sale o f treasury stock (FIFO used in 
computations), and net income (M79PII-1-lm) 116
Trusts
See Wills, trusts, and estates
u
ucc
See Uniform Commercial Code
Unacceptable accounting principles 
Recording goodwill from revaluation is not 
acceptable (M78A-1-lm) 23
Unaudited financial statements (M78A-2) 29,
(M79A-1-39m) 129
Uncollectible accounts expense 
See Bad debt expense
Unconsolidated subsidiaries 
See Marketable securities— Equity— Equity method
Uniform Commercial Code (N79L-1-23m) 191
Uniform Commercial Code, Article 9 (M79L-1-18m) 138
Uniform Partnership Act (N78L-1-16m) 8 8
United States Department o f Justice (M79L-1-41m) 142,
(N79L-2) 197
University accounting 
Accrual
Recommended method (M79T-1-43m) 150
Entries to record summary of transactions (N78PII-5) 73
Loan fund
Includes student loans, staff loans, and faculty loans, but not 
building loans (M79T-1-42m) 150
Restricted current funds
Research grants (but not tuition, student laboratory fees, or 
housing fees) (M79T-1-45m) 150
Statement o f changes in fund balances 
preparation (N78PII-5) 73
Unrecorded liabilities 
See Audit procedures
Unusual but not infrequent
Shown separately in revenues or expenses and supplemented by a 
footnote if  deemed appropriate (N78T-1-17m) 99
Voluntary health and welfare organizations 
Depreciation recorded, unlike some not-for-profit organizations, 
because contributors want most efficient use o f  funds, and 
depreciation represents a cost o f employing fixed assets and is 
a cost o f providing services (M79T-1-44m) 150
Land, building, and equipment fund 
No counterpart in governmental
accounting (M79T-1-46m) 150
w
Warrants
See Stock warrants 
Warranty liability
Computation o f estimate for two-year (M78PII-1-lm) 13
Wills, trusts, and estates 
Estates
Gifts to reduce estate and income taxes
Must be competent, must be delivery o f gifts to donees.
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Wills, trusts, and estates 
Estates (cont.)
and must be voluntary and with requisite donative intent, 
but need not have any purpose or motive other than, or 
in addition to, mere saving of 
taxes (N79L-1-43m) 195
Intestate succession distribution rules 
Do not apply to property held in joint 
tenancy (N78L-1-34m) 91
Trusts
Income
Discount portion received on redemption of treasury bills by 
trustee credited to income (N78L-1-40m) 92
Extraordinary year-end cash dividend should be allocated by a 
trustee exclusively to income (N78L-1-37m) 91
Prepaid rent received from tenants by the trustee o f trust with 
large real estate investments should be allocated to 
income (N78L-1-38m) 91
Inter vivos
Settlor can retain the power to
revoke (M78L-1-35m) 3 8
Transferred assets to trust company, in trust for grandchildren 
irrevocably for 12 years, and trust income will not be 
taxable to settlor during its 
existence (N79L-1-44m) 196
Receipts allocated to income— rights to subscribe to shares of 
another corporation (N79L-1-46m) 196
Receipts from real property allocated to principal— insurance 
proceeds for destruction of garage on one 
property (N79L-1-47m) 196
Separate legal entity for tax and non-tax purposes— irrevocable 
fifteen-year for minor children which principle reverts to 
settlor and trust company serves as trustee without 
bond (M78L-1-33m) 3 7
Trustee— fiduciary with respect to the trust and 
beneficiaries (M78L-1-30m) 3 7
Wills
Executor named in decedent’s will need not serve if  he does not 
wish to do so (N78L-1-39m) 92
Executor named in will o f million-dollar estate is also a
beneficiary and must also be appointed or approved by the 
appropriate state court to serve as 
executor (M78L-1-34m) 3 7
Not properly executed, will not be admitted to probate and
Wills, trusts, and estates 
Wills (con t.)
property will be distributed according to intestate succession 
laws even though contrary to wishes o f deceased as stated 
in will (N79L-1-20m) 191
Work in process 
See Audit procedures
Working capital
Decreased as result of charges to bad debt expense, but not by 
write-off o f uncollectibles (M79PII-1-20m) 119
Increase
Computation (M78PI-1-3m) 2
Computation, given proceeds from long-term borrowings, 
purchases o f fixed assets, and proceeds from sale of 
common stock (N79PI-1-18m) 159
Working papers
See a lso  Accountant’s legal liability 
See a lso  Predecessor auditor 
Audit
Aged, client-prepared schedule of accounts receivable used by 
auditor to estimate credit losses (M79A-1-54m) 130
Designed to meet circumstances and auditor’s needs on each 
engagement (N79A-1-53m) 183
Factors affecting quantity, type, and content include need for 
supervision and review, nature and conditions o f internal 
controls, and type of information upon which auditor is 
reporting, but not expertise o f client personnel and their 
expected audit participation (M79A-1-41m) 129
Include auditing procedures followed and the testing performed 
in obtaining evidential matter (M 78A-1-27m) 25
Include manner in which exceptions and unusual matters were 
resolved or treated (N78A-1-45m) 80
Primary purpose is to support the auditor’s 
opinion (N78A-1-56m) 81
Quantity, type, and content are affected by nature of information 
upon which auditor is reporting, need for supervision, and 
nature o f  the auditor’s report, but not by timing and number 
of personnel assigned (M78A-1-34m) 26
Workmen’s compensation laws 
See Employer and employee relationships
M0 7 1 3 1 1
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